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November 2, 1999

094-009 D

Re:  Application of CapRock Telecommunications Corp. for a Certificate of
Convenience and Necessity as a Competing Telecommunications Service Provider

Dear Mr. Waddell:

Enclosed please find an original and 13 copies of the Application of CapRock
Telecommunications Corp. (“CapRock”) for a Certificate of Convenience and Necessity as a
Competing Telecommunications Service Provider. In addition, please find in a separate envelope
an original and 13 copies of exhibits 4 and 5 to CapRock’s application. These exhibits are to be
filed under seal as confidential information pursuant to TRA Rule 1220-1-1.03(8).

Also enclosed is a check in the amount of $25.00 to cover the filing fees. Notice of this
filing has been served on interested parties. If you have any questions concerning this matter,

please give me a call.

Enclosures

0602858.01
101121-001 11/02/1999

Very truly yours,

BOULT, CUMMINGS, CONNERS & BERRY, PLC

A

Michael B. Bressman
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APPLICATION OF CAPROCK TELECOMMUNICATIONS CORP.

Pursuant to T.C.A. § 65-4-201 et seq., CapRock Telecommunications Corp. (“CapRock”
or “Applicant”) hereby applies for a certificate of convenience and necessity as a competing
telecommunications service provider to provide a full array of telecommunications services
throughout the State of Tennessee. CapRock secks authority to offer local exchange, exchange
access and interexchange telecommunications services on a resold and facilities-based basis
throughout the State of Tennessee. Granting CapRock’s Application will promote the public interest
because CapRock will increase competition in the market and offer innovative and technologically
advanced services to customers in the state. Therefore, Applicant respectfully requests that the
Tennessee Regulatory Authority (“TRA™) grant Applicant state-wide authority to operate as a
competing telecommunications service provider.

In support of its Application, CapRock provides the following information:

Names and Addresses

The legal name and physical address of the Applicant is:

CapRock Telecommunications Corp.
15601 N. Dallas Parkway, Suite 700
Addison, Texas 75001

(972) 788-4800 Telephone

(972) 982-9696 Facsimile
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Correspondence or communications pertaining to this Application should be directed to:

Attorney: Michael B. Bressman
Boult, Cummings, Conners & Berry PLC
414 Union Street, Suite 1600
P.O. Box 198062
Nashville, TN 37219
(615) 252-2399 Telephone
(615) 252-6399 Facsimile
mbressma@bccb.com

with copies to:
Corporate Michael Donohoe
Representative: Legal Counsel
CapRock Telecommunications Corp.
15601 N. Dallas Parkway, Suite 700
Addison, Texas 75001
(972) 788-4800 Telephone
(972) 982-9696 Facsimile
CapRock is a corporation organized under the laws of the State of Texas and is qualified to
do business in Tennessee. See attached Exhibit 1 fora copy of CapRock’s Articles of Incorporation
and Exhibit 2 for its Certificate of Authorization to transact business in Tennessee. Applicant’s
parent company, CapRock Communications Corp. (“CapRock Communications™), is publicly traded
on the NASDAQ National Market under the stock symbol “CPRK.” CapRock Communications has
three wholly-owned subsidiaries -- the Applicant, CapRock Telecommunications Leasing Corp., and
IWL Communications.
IL. Qualifications
T.C.A. § 65-4-201 requires an applicant for a certificate of convenience and necessity to

show that it possesses sufficient financial, managerial and technical abilities to provide the

applied-for services. CapRock satisfies each of these requirements.
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A. Financial Ability

CapRock is financially qualified to provide facilities-based and resold local exchange,
exchange access and interexchange services in Tennessee. CapRock has operated on an interstate
basis since 1991 and has never been in default of any material financial obligation. Attached as
Exhibit 3 are audited financial statements for CapRock’s parent company, CapRock
Communications, as of December 31, 1998, and unaudited financial statements for the six-month
period ending June 30, 1999. None of the amounts on the financial statements contained in Exhibit
3 are related to reciprocal compensation for terminating ISP traffic.

As described below, CapRock intends to install equipment such as fiber and a DMS 500
switch in Tennessee. CapRock will fund its network and operations through ongoing operations and
through equity and debt offerings and a revolving credit facility of its parent company. Attached as
Exhibit 4 is a three-year capital budget. In addition, attached as Exhibit 5 are projected financial

statements. Because the information contained in Exhibits 4 and 5 is confidential and proprietary

financial information, these Exhibits are being filed under seal pursuant to TRA Rule 1220-1-1-
.03(8).

B. Managerial Ability

CapRock possesses the managerial qualifications to provide facilities-based and resold local
exchange, exchange access and interexchange services in Tennessee. As described in the attached
biographical information, CapRock’s management team has extensive management and business
experience in telecommunications, utilities and other industries. See attached Exhibit 6 for a
complete description of CapRock’s key personnel and Exhibit 7 for a list of CapRock’s Board of

Directors and Officers.
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C. Technical Ability

CapRock possesses the technical qualifications to provide facilities-based and resold local
exchange, exchange access and interexchange services in Tennessee. The Applicant presently has
on staff 20 full-time engineers, and its CLEC operations are headed by an engineer. As noted above
and in the Exhibits provided, CapRock’s current officers, directors, management and employees
have technical abilities and experience that will enable the company to engineer, construct and
manage its telecommunications network and the technologically-advanced equipment it has
developed. Moreover, as noted below, CapRock has received authority to provide local exchange
and interexchange services in a number of states.

The relationship among three entities - CapRock Fiber Network, Ltd., IWL Communications,
Inc., and the Applicant - grew through a common vision of telecommunications and the need for an
extensive regional fiber network. In August 1998, the companies merged to form CapRock
Communications Corp., which is the parent company to the Applicant, CapRock
Telecommunications Corp.

CapRock Telecommunications Corp. was founded in Dallas in 1991 to provide
communication services to regional carriers and businesses. Quality connections, efficient customer
support, face-to-face sales efforts and simple, affordable rates have attracted business customers in
increasing numbers ever since. Today, CapRock provides services to more than 60 carriers and
thousands of businesses across Texas.

CapRock Fiber Network was started in 1992 to desi gn and build an extensive regional fiber
network in South Texas. And with good reason — the explosion in demand for bandwidth, the

introduction of advanced optical transmission and wave division multiplexing electronics, the rapid
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development of Internet Protocol (“IP”) switching and the deregulation of local telephone services
were all factors in the company's inception.

IWL Communications was founded in Houston in 1981 to provide, design and install voice
and data communications systems, principally to the oil and gas industry operating in the Gulf of
Mexico. IWL broadened the scope ofits service offerings to include Internet, long distance services,
private lines, microwave, two-way radio and related wireless services and technologies. Today, IWL
operates as CapRock Services from its headquarters in Houston and maintains offices in
New Orleans and Lafayette, Louisiana; Victoria, Texas; Aberdeen, Scotland and Moscow, Russia.
CapRock owns and operates a scalable long-haul fiber network, which upon completion is expected
to cover approximately 6,100 route miles throughout the Southwest region including Arkansas,
Arizona, Louisiana, New Mexico, Oklahoma and Texas. This fiber network supports the voice,
data, bandwidth and dark fiber services CapRock provides to its carrier and retail customers.
Approximately 800 miles of network in south and central Texas had been completed by the end of
1998. Another 3,000 miles of network should be constructed by the end of 1999 with the remainder
completed by the end of the year 2000.

The network design incorporates six bi-directional line switching OC-48 SONET rings and
dense wave division multiplexing to support CapRock's local and long distance voice switches and
its data switches. This self-healing architecture adds network security and reliability by enabling
instantaneous rerouting in the unlikely event of a fiber cut. Because CapRock’s network will be
capable of meeting the growing bandwidth demand generated by the Internet and data products,
CapRock's network will change the way people and businesses communicate throughout the
Southwest region, providing the Southwest with greater widespread coverage, speed, reliability and
affordability than ever before.
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CapRock has not established final plans for where it will install all of its facilities in
Tennessee; however, it currently anticipates installing fiber and a DMS 500 switch in Memphis.
CapRock anticipates that it will complete the Memphis fiber deployment by the end of the first or
second quarter of 2000. CapRock will then deploy a switch in Memphis. CapRock will then test
the Tennessee market to determine a permanent network configuration. The market tests and initial
deployment should be completed by the end of year 2000. A more detailed and finalized network
description will be available at that time. CapRock anticipates that it will eventually connect all of
its networks to its Southwest network.

CapRock will not require Tennessee consumers to purchase CPE that cannot be used with
the incumbent local exchange carrier’s systems.

I11. Service Offerings

CapRock seeks authority to provide a full-range of local, exchange access, interexchange
(including intraLATA and interLATA) and switched and special access telecommunications services
throughout the State of Tennessee. CapRock intends to offer this broad range of telecommunications
services through the use of its own facilities, resold services and through a combination of these
provisioning approaches. Consequently, CapRock seeks certification to provide all of the services
that can be provided by a local exchange company under the Tennessee Regulatory Authority’s
Rules. CapRock also seeks certification to provide all services that can be provided by facilities-
based interexchange service providers and long distance resellers in Tennessee. CapRock intends
to provide access services as well as flat rate local exchange service, EAS service, toll restrictions,
call control options, tone dialing, custom calling services, caller ID and any other services available

on a resale basis from the underlying incumbent local exchange carrier or other certificated carrier
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within CapRock’s service area. CapRock will offer these services to all customers in its certificated
area.

CapRock either directly or through arrangements with other carriers or companies will
provide those services required by TRA Rule 1220-4-8-.04(3)(b). Some of these services will be
provided through facilities similar to those used in CapRock's regional network described above,

Until CapRock’s planned facilities in Tennessee are operational, CapRock will resell
interexchange service purchased from other telecommunications carriers. After CapRock’s planned
facilities are operational, it will provide service over its own facilities, the facilities of other
telecommunications carriers, or a combination of the foregoing. CapRock will, upon certification
and before offering service, file its initial tariff with the TRA setting forth the rates, charges and
regulations for its services. If CapRock offers new services in the future, it will similarly comply
with such requirements.

IV. Public Interest and Necessity

The grant of a certificate of convenience and necessity to CapRock to provide facilities-based
and resold services within Tennessee will benefit the public because it will increase competition and
customer choice for users of interexchange, exchange access and local exchange services. By
increasing competition, CapRock’s provision of service is expected to improve the price and quality
of telephone service in Tennessee. Moreover, CapRock’s entry into the market will neither prejudice
nor disadvantage any class of telephone customers or providers. To the contrary, the presence of
another authorized carrier will provide additional consumer choice, promote competition, lower
prices and stimulate development of additional telecommunications services.

The facilities that CapRock plans to construct in Tennessee will also benefit the public. As
opportunities for economic growth continue to shift toward information services and technolo gy, the
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quality of Tennessee’s communications infrastructure will determine the state’s ability to attract and
maintain jobs because a modern telecommunications infrastructure attracts industry and lowers
production costs.

V. Miscellaneous

A. Small and Minori
Plan

-Owned Telecommunications Business Participation

CapRock has attached its small and minority-owned telecommunications business
participation plan in compliance with T.C.A. § 65-5-212 as Exhibit 8.

B. Year 2000 Compliance

CapRock has attached its Year 2000 Readiness Disclosure as Exhibit 9.
C. Toll Dialing Parity Plan

CapRock will file a toll dialing parity plan sixty (60) days before commencing voice-grade
local exchange service in Tennessee.

D. Rural Telcos and Telephone Cooperatives

Unless otherwise permitted by federal or state law, CapRock does not plan to offer local
exchange telecommunications services in areas served by any incumbent local exchange telephone
company with fewer than 100,000 total access lines, except for those that have voluntarily entered
into an agreement with a competing telecommunications service provider or that have applied to
provide telecommunications services in an area outside its service area existing as of June 6, 1995.
CapRock also does not plan to provide such services in any area served by a telephone cooperative
unless otherwise permitted by applicable federal or state law. Applicant reserves the right to expand
its services into these areas should any rulings of the TRA or any court or administrative agency

allow the provision of service in such areas.
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E. Authority in Other States

CapRock is authorized to provide local exchange services in Arkansas, Kansas, Louisiana
and Texas and is authorized to provide interexchange services in Arkansas, California, Colorado,
Connecticut, Delaware, Florida, Georgia, Idaho, Illinois, Indiana, Iowa, Kansas, Kentucky,
Louisiana, Mainf;, Maryland, Massachusetts, Michi gan, Mississippi, Missouri, Montana, Nebraska,
Nevada, New Hampshire, New J ersey, New Mexico, North Dakota, Ohio, Oklahoma, Rhode Island,
Texas, Utah, Virginia, Wisconsin and Wyoming.

F. Regulatory Contacts

Michael Donohoe, CapRock’s Legal Counsel, will serve as the responsible regulatory officer
for the TRA to contact regarding CapRock filing requirements subsequent to approval. Cheryl
Swann of Customer Service is knowledgeable about CapRock’s operations. Ms. Swann will possess
ultimate responsibility for monitoring and overseeing the Applicant’s maintenance and repair
systems in Tennessee. In addition, customers may contact Ms. Swann at (800) 687-1600 for service
problems. Either Mr. Donohoe or Ms. Swann can be contacted at:

CapRock Telecommunications Corp.
15601 N. Dallas Parkway, Suite 700
Addison, Texas 75001

(800) 687-1600 Telephone

G. Mergers, Acquisitions, and Corporate Structure

CapRock has notbeen involved in any pertinent mergers or acquisitions. Attached as Exhibit
10 is a chart showing Applicant’s corporate structure.

H. Customer Deposits and N. on-recurring Charges

CapRock does not routinely require customer deposits but may request them in certain
circumstances. CapRock will state the terms, conditions, and amounts for such deposits in its tariffs,

which it will submit for approval of the TRA. CapRock is not bonded for the amount of the
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deposits. CapRock may require certain non-recurring charges for initiating service. These charges
will also be included in CapRock’s tariffs. Because CapRock anticipates that most of its initial
customers will be other carriers and sophisticated businesses, the issues sometimes raised by non-
recurring charges are less of a concern than they might otherwise be with less sophisticated
customers.

I. Pre-filed Testimony

Attached as Exhibit 11 is the pre-filed testimony of Michael Donohoe.

J. Policies, Rules, and Orders

CapRock will comply with all applicable statutes, rules and orders concerning the provision

of telecommunications services in Tennessee.
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CONCLUSION
CapRock respectfully requests that the TRA grant a certificate of convenience and necessity
as a competing telecommunications service provider to provide a full array of local exchange,
interexchange, and exchange access telecommunications services throughout Tennessee and grant

such other relief it deems necessary and proper.

Respectfully submitted,

e B .

Michael B. Bressman

Boult, Cummings, Conners & Berry, PLC
414 Union Street, Suite 1600

P.O. Box 198062

Nashville, Tennessee 37219

(615) 244-2582 Telephone

(615) 252-6399 Facsimile

Counsel for CapRock Telecommunications Corp.

Dated: November 2, 1999

0588866.07
101121-001 11/02/1999

- 11 -




EXHIBITS
Exhibit 1 Articles of Incorporation
Exhibit 2 Authorization to Transact Business in Tennessee
Exhibit 3 Financial Statements
Exhibit 4 Projected Capital Budget
Exhibit 5 Projected Financial Statements
Exhibit 6 Management Biographies
Exhibit 7 List of Board of Directors and Officers
Exhibit 8 Small and Minority-Owned Telecommunications Business Participation Plan
Exhibit 9 Year 2000 Readiness Disclosure
Exhibit 10 Organizational Chart

Exhibit 11 Pre-filed Testimony of Michael Donohoe
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Exhibit 1
Articles of Incorporation
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SECRETARY OF STATE

IT IS HEREBY CERTIFIED, that
Articles of Incorporation
of

CAPROCK COMMUNICATIONS CORP.
CHARTER NO. 1180758-00

were filed in this office and a certificate of incorporation was issued on
JANUARY 30, 1991;

IT IS FURTHER CERTIFIED, that no certificate of dissolution has been issued, and

that the corporation is still in existence.

IN TESTIMONY WHEREOF, I have hereunto
signed my name officially and caused to be
impressed hereon the Seal of State at my office in
the City of Austin, on September 4, 1996.

\Ofﬂ ‘
Antonio O. Garza, Jr.
Secretary of State




SECRETARY OF STATE

IT IS HEREBY CERTIFIED that the attached is/are true and correct copies of the

following described document(s) on file in this office:

CAPROCK TELECOMMUNICATIONS CORP.

CHARTER #1180758-00

ARTICLES OF INCORPORATION

. ASSUMED NAME CERTIFICATE

CHANGE OF REGISTERED OFFICE AND/OR AGENT
FORFEITURE

REINSTATEMENT

ASSUMED NAME CERTIFICATE

CHANGE OF REGISTERED OFFICE AND/OR AGENT
ARTICLES OF AMENDMENT

CHANGE OF REGISTERED OFFICE AND/OR AGENT
ARTICLES OF AMENDMENT

ARTICLES OF AMENDMENT

JANUARY 30, 1991
OCTOBER 25, 1993
OCTOBER 25, 1993
FEBRUARY 15, 1994
MARCH 10, 1994
APRIL 25, 1994

MAY 27, 1994
NOVEMBER 14, 1994
NOVEMBER 12, 1996
OCTOBER 2, 1997
JUNE 18, 1998

IN TESTIMONY WHEREOQF, I have hereunto
signed my name officially and caused to be
impressed hereon the Seal of State at my office in
the City of Austin, on September 28, 1998.

e

Alberto R. Gonzales PH
Secretary of State




"‘“‘ S

The State

of Uexus
SECRETARY OF STATE

Continued From Page One

STATEMENT OF ABANDONMENT OF ASSUMED NAME AUGUST 21, 1998
ARTICLES OF MERGER FILE DATE: AUGUST 24, 1998
EFFECTIVE DATE: AUGUST 26, 1998

IN TESTIMONY WHEREOF, I have hereunto
signed my name officially and caused to be
impressed hereon the Seal of State at my office in
the City of Austin, on September 28, 1998.

bod o d

L AX

Alberto R. Gonzales
Secretary of State
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ARTICLES OF AMENDMENT %8
TO THE ARTICLES OF INCORPORATION JUN181938
OF

CAPROCK COMMUNICATIONS CORP. Corporations Section

(the "Corporation”)

ir Office of the -
Secrgtaﬁr];!e of State of Texas

s somamtas ¢ oo pomasanea §

e

Pursuant to the pmvisibns of Article 4.04 of the Texas Business Corporation Act, the
Corporarion adopts the following Aricles of Amendment to its Articles of Incorporation.

ARTICLE ONE
The name of the Corporation is CapRock Communications Corp.
ARTICLE TWO

‘

The following amendment to the Articles of Incorporatidn was adopted by the shareholders
of the Corporation on Mzy _|, 1998, so as to amend the name of the Corporation. Article I of the
Articles of Incorporation is hereby amended 1o read in its entirety as follows:

"The name of the Corporation is CapRack Telecommunications Corp.*

ARTICLE THREE

The Wa of shares of the Corporation outstanding at the time of such adgpton was
10,598,954, and the number of shares entitled to vote thereon was 10,398,954,

ARTICLE FOUR
The holders of all shares outstanding and eatitled to vore on said amendment have signed a

coasent in writing adopring said amendment and any written notice required by Article 5.10 has been
given. :

ARTICLE FIVE
The amendment does not involve any exchange, reclassification or cancellation of issued
sheres of the Corporation. : :
ARTICLE SIX

The amendment does not effect a change in the amount of stated capital of the Corporarion.

i
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Dated- May 3, 1998
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undersigned corporation adopts the following Articles of Amendment to ity Artictes of

| ARTICLE 1
The name of the Corporation it CapRock Comnuunications Corp.

ARTICILE2

mtoﬂowingmmdmmtothskﬁduof!ncotpoaﬂonm&dopmw&
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to read as follows: C '
"ARTICLE FOUR — SHARES
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every respect.”
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I is hereby provided that, in 2ccordance with Article 9.10A of the Texas
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ARTICLES OF AMENDMENT TO

ARTICLES OF INCORPORATION OF NOV 1 4 1994
ARTICLES OF TNCORPORATION OF ,
SYNERGY TELEMANAGEMENT, INC.
L W N 8 O )
orations Section

s e . r
Pursuant to the provisions of Article 4.04 Cgt,p the Texas

Business Corporation Act, the undersigned corboration adopts the
following Articies of Amendment to the Articles of Incorporation of
Synergy Telemanagement, Inc.
ARTICLE ONE
The name of the corporation is Synergy Telemanagement, Inc.
ARTICLE TWO
The following amendment to tﬁe Articles of Incorporation was
adopted by the shareholders of the corporation on October 26, 1994.
The amendment alters Article One of the original Ar;:icles of
Incorporation to read as follows:
"The name of the corporation is CapRock Communications Corp.*
| ARTICLE THREE
The number of shares of ‘common stock of the corporation
outstanding at the time of the adoption was 3,996, and the number
of shares entitled to vote on the amendment was 3,996.
ARTICLE FOUR
The number of shares that voted for the amendﬁent was 3 ¢996;
and the number of shares that voted against the amendment was 0.
Dated: October 26, 1994.

SYNERGY TELEMANAGEMENT .~ INC.
/

By:_ N -~
Jer/e W. Thompsonk \/Pres{?ént

/’,

ARTICLES OF AMENDMENT ] , Solo Page

(WDH:kp:1860.0001 :CORP360)
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Seg, tap € Office of the
OF 7 Of State of TeXas
JAN 0 4
Synergy Telemanagement, Inc. AN '0'997

CO’U ait o
The undersigned natural pérson of the age of eighteen

(18) years or more, acting as a incorporator of a corporation
under the Texas Business Corporation Act, hereby adopts the

following Articles of Inéorporation for such corporation:

ARTICLE ONE - NAME

The name of the corporation is Synergy Telemanagement,

Inc.

ARTICLE TWO - DURATION

The period of its duration is perpetual.

‘ARTICLE THREE - PURPOSE
The purpose-or purposes.for which this corporation is
organized, subject to the prov1s1ons of Part Four of the
Texas Mlscellaneous Corporatlon Law Act, are: to buy, sell,
lease and deal' in services, personal property and real
property of every'nature and descrlptlon, and to transaet any

or all lawful buSLness for which Ccorporations may be

incorporated under the' Texas Business Corporation Act.

ARTICLE FOUR - SHARES

The aggregate number of shares whlch the corporatlon has

authorlty to issue is One Hundred Thousand (100,000) shares

AP :DB:ARTCORP. 904 (1)




of One Dollar (§1.00) par value per share. The ~shares are
designated as common stock and have identical rights and

Privileges in every respect.

ARTICLE FIVE - NONCUMULATIVE VOTING

Director(s) shall be elected by majority vote. No

shareholder of this corporatlon shall have the rlght to

Cumulate his, her or its votes.

ARTICLE SIX - COMMENCEMENT OF BUSINESS

The corporation will not commence business until it has
received for the issuance of its shares consideration of the
value of One Thousand Dollars ($1,000), con31st1ng of money,

labor done, or property actually received.

ARTICLE SEVEN - REGISTERED OFFICE AND AGENT

agent at such address are:

Tim Terrell
. 14565 Tamerisk .
Farmers Branch, TX 75234

PR,

ARTICLE EIGHT - INITIAT, DIRECTOR(S) S

The number of dlrector(s) constituting the initial Board




'\,...A’

annual meeting of the shareholders, or until a successor or

successors are elected and qualified are:

Tim Terrell 14565 Tamerisk
' Farmers Branch, TX 75234

Tim Rogers 1208 Thorean Ln.
Allen, TX 75002

Scott Roberts 2604 Winding Creek
. Carrollton, TX 75007

ARTICLE NINE - INCORPORATOR

The name and address of the incorporator is:

Dennis L. Baker

3636 N. MacArthur Blvd.,
Suite 120

Irving, TX 75062

IN WITNESS WHEREOF, I have hereunto set my hand this the
Z?d day of QM . 19 2/ .

J o |
Dennis L. Baker
STATE OF TEXAS 'R
COUNTY OF DATLILAS )
I, the un ersigned Not ry Public, do hereby certify that
on the Qg day of Z(LZ};C/(ZLlj. r 19

r
pPersonally appeared Dennig L. Baker@/who, being by me duly
sworn, declared that he is the person who signed the
foregoing document as incorporator, and that the statements

contained therein e. :
2,-;/454( %&d &/L@

Notary Public in and for
State of Texas

Notary Public State of Texas

My Comm. Expires 7-24-91

My Commission Expires: Notary’s Name Printed:

7-24-91 Marla Ruth Carter

(3)




Exhibit 2
Authorization to Transact Business in Tennessee
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1SSUANCE DATE: @9/24/1999
Secretary of State REQUEST NUMBER: 99267591
Corporations Section
James K. Polk Building, Suite 1800 gﬁ*ﬁ‘fﬁ&“’ 28‘}1\1,{.}“” 10N DATH: ©9/12/1996
Nashville, Tennessee 37243-0306 (Cgﬁﬁ’ggﬁlﬁuﬁﬁilﬁméﬁ%%m PERPETUAL

JURISDICTION: TEXAS

10 UESTED B
BOULT CUMMLINGS CONNERS & BERRY 8L“ CUMMlNGb CONNth & BERRY
414 UNION STREET 414 UNION STREET

SULTE 1600 SULTE 1600 )

NASHVILLE, TN 37219 NASHVILLE, TN 37219

I, RILEY C DARNELL, SECRETARY OF STAYTE OF THE STATE OF TENNESSEE DO HEREBY CERTIFY THAT
"CAPROCK TELECOMMUNICATIONS CORP."
WAS INCORPORATED OR QUALIFIED TO DQ BUSINESS IN THE STATE OF TENNESSEE ON THE
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Jere W. Thompson, Jr.
~ President, Director

 Timothy M. Terrell
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Director

Scott L. Roberts
Directqr

Address for above individuals:
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Jere W. Thompson, Sr.
Director
3838 Oak Lawn
Suite 1850
Dallas, Texas 75219
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SECRE TAR Y OF STATE

IT IS HEREBY CERTIFIED that
~ Articles of Ineorporatnon
of

CAPROCK COMMUNICATIONS CORP.
CHARTFR NO. 1180758-00

were filed in this office and a certxﬁate of i mcorporatlon was med on
JANUARY 30, 1991;

ITIS FUR’I'HER CERTIFIED, that no cemf’mte of dlssolutlon has been lssued and
that the corporation is still i in existence.

IN TESTIMONY WHEREOF, I have hereunto
signed my name officially and caused 1o be
impressed hereon the Seal of State at my office in
the Cxty of Austin, on September 4, 1996.

\O’TX» e

_ Antonio O. Garza, Jr.
: _‘_S cma:;yofStatef '
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SECRETARY OF STATE

IT IS HEREBY CERTIFIED that
Articles of Incorporation of

CAPROCK TELECOMMUNICATIONS CORP.
' File No. 1180758-00 |

were filed in this- office and a certificate of incorporation was issued to this corporation,
and no certificate of dissolution is in effect and the corporation is currently in existence.

IN TESTIMONY WHEREOGF, I have he::unto
signed my name officially and caused to be
impressed hereon the Seal of State at my office in
the City of Austin, on September 28, 1998.




0588866.08
101121-001 11/02/1999
::ODMA\PCDOCS\DOCS\588866\7

Exhibit 3
Financial Statements

A complete analysis of CapRock Communications’
organization and financial ability may be found in the
attached Annual Report, which includes the audited
financial statements of its subsidiaries, including
CapRock Telecommunications Corp., for the years
ending December 31, 1996, 1997, 1998, and the
attached Securities and Exchange Commission Form
10Q for the period ending June 30, 1999.
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About the Company

CapRock Communications Corp. is headquartered in Dallas,
Texas. We own and operate a scalable long-haul fiber network
which upon completion is expected to cover approximately
5,500 route miles throughout Texas, Louisiana, Arkansas,
Oklahoma and New Mexico. This fiber network supports the
voice, data, bandwidth and dark fiber services we provide to our
carrier and retail customers. We intend to be the premier carriers’
carrier and the leading facilities-based integrated communica-
tions provider in the Southwest region. The common stock of
CapRock Communications Corp. is traded on the Nasdaq Stock

Market's National Market® under the symbol CPRK.




Byron M. Allen

Executive Vice President, CapRock Communications Corp.

Christopher J. Amenson (1,2)
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Ignatius W. Leonards
Vice Chairman of the Board and President,
CapRock Communications Corp.

Timothy W. Rogers

s

v
sden”

Jere W. Thompson, Je.
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Corporate Information

Board of Directors

Executive Vice President, CapRock Communications Corp.

Stock Exchange Listing

CapRock Communications Corp. stock is listed on the Nasdaq
Stock Exchange (Nasdaq) and traded under the symbol CPRK.
CapRock had approximately 1,200 beneficial shareholders of
record as of March 10, 1999.

Stock Transfer Agent

American Securities Transfer and Trust Incorporated,
Lakewood, Colorado

Trustee—Senior Notes

PNC Bank
Philadelphia, Pennsylvania

Annual Meeting

May 3, 1999

10:00 a.m. COT

Hotel Inter-Continental Dallas
15201 Dallas Parkway

Dallas, Texas 75248

Independent Accountants
KPMG LLP.
Dallas, Texas -

Investor and Public Information

Investors, analysts, members of the media and others seeking
further information about CapRock Communications Corp.
should contact the Investor Relations Department, at

- CapRocks comporate headquarters, $72/982-9550.

Financial Reports

CapRock will provide a copy of the 1998 Annual Report on

Form 10K free of charge upon request. These and other financial
reports, including quarterly reports on Form 10-Q, are available -

by writing to the Company, c/o the Investor Relations Department,
or by calling 972/982-9550.




Financial Highlights

Financial Highlights |

(% in millions) 1996 1997 1998
Revenue $51.0 $75.3 $121.8
Assets 28.5 49.4 192.0
Gross property, plant and equipment 20.6 355 72.0
Capital expenditures 10.2 13.6 36.9
Net income 0.3 2.6 0.2
EBITDA* 2.6 8.8 15.0
Operational Highlights 1997 1998
Switches** 2 6 |
Sales locations 2 8
Minutes of use (in millions) 620 884
Fiber route miles complete 260 800
Employees 201 365

* EBITDA represents eamings before interest, income taxes, depreciation and amortization and merger-related costs.

** Includes one managed switch.

REVENUE
{$ in millions)

$121.8

$75.3

$51.0

1996 1997
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EBITDA*

($ in millions)

$15.0
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This is CapRock's first annual report, and we are excited to pre-
sent our company to you. My letter discusses the results of opera-
tions from 1998, our strategy, our network, our people and the
prospects for 1999. The remainder of our annual report describes

these aspects of CapRock in further detail.

1998

CapRock made great strides in 1998 toward our goal of being
the premier carriers’ carrier and the leac.!Ing facilities-based inte-
grated communications provider in the Southwest region, which
includes Texas, Louisiana, Arkansas, Oklahoma and New Mexico.

in July, our company successfully raised $150 million on the
strengths of our historical operating performance, our regional fiber
network strategy and the merit of the pending merger of our pred-

* ecessor companies, CapRock Telecommunications Corp., CapRock
Fiber Network, Ltd. and IWL Communications lnc. We completed
the merger in August and brought together the three companies”
complementary voice, data, fiber and back office strengths. In
September, because of anticipated demand for fiber, we increased
the size of our‘ planned fiber network from 4,300 route miles to
5.500 route miles. At year-end, construction of our fiber network
remained on schedule and on budget. Upon completion, we believe
our fiber network will be the most scalable, most extensive and
most advanced in the Southwest and will provide the backbone for
our voice, data, Internet, bandwcdd'l and dark fiber services.

CapRock’s fevenues and operating cash flow coatinue to grow
rapidly. We achieved significant growth in both revenues and eam-

ings before interest, taxes, depreciation and amortization (EBITDA)

Letter to Shareholders

in 1998. Revenues increased 60% to $121 million ir;):li'?98, while
EBITDA grew 70% to $15 million, excluding $2.3 million in merger-
related expenses. We accomplished our financial éoals even as

we invested heavdy in our network, personnel bad< office systems

~and our local serwce product_ CapRock is one of the very few new

local phone semce prowdevs generating posrtwe cash flow, We

rienced strong year—to—year growth in 1998. Ou Eamiers' carrier rev-

enues indude domestuc and intemational long d«stance bandwidth,
and dark fiber services sold to telecommumcatlons carriers and -

other wholesale customers. The number of our camer customers

: doubled in 1998 to over 100, including some of the largest carriers

in the wodd and many smallec, reglonal mde"_ ndent telephone.

estabhshed nelattonsh(ps in the oil and gas mdusu'y will help

mcrease our opportunmes to cross-sell these ! serwoes

\

et g anl.‘zﬁ""———-‘—__‘

sreeems



Our Strategy

Ot]r“goal IS to be the premier canriers’ carrier and the leading

faci!ities—besed .integmte-d cemmunications provider in the
Southwest reglon Te adueve thls objecuve we are:

R '- 51 SEXh ..J. J =¥
‘e buddmg the region’s most advanced salable and extenswe fiber

optlc netwodd"

. mstaﬂmg h«gh value—added Iocal and data sw:tchmg lnftastructure,

e provudnng bundled oommun

ons products to' small- and-
medlum-suzed busmesses o '

Executive Management Team

utldlng market shane through personahzed dnrect sales '

Standing from left: Timothy W. Rogers, Executive Vice President of Retail Sales and °
Network Operations, Byron M. Allen, Executive Vice President, Timothy M. Terrel!,
Executive Vice President of Carier Sales, Jere W. Thompson, Jr., Chairman and

. exceedmg our customer expectatlons with outstandmg customer
service, and

© continuing to sharply focus on the retum on our invested capital.
We like the Southwest because of this region’s size and attractive
g@wth prosbects, and because we believe that as a region it is
wrl;entiy underserved by other major telecommunications providers.
Many of the smeller matkets Wtﬂtin our region do not have commu-
. nications a!tern;titeé to the mcumbent local exchange compames
Out:aBility to éﬁet;inte;mted‘te.leéom'munica'tion prod:dcts-at a
oompetmve pnoe, along with Qf)enor customer service, is 'parﬁculad:y

atuaéti;/eto §nall¥ and medium-sized businesses, which desire simple

vbund(ed plans from a h‘ngle prowdef that they can trust. We are -

oonf dent our vo1ce data and f“ ber networks our bund(ed bl(lmg

and our focus on outstandlng customer serwce, posttxon us well

mth these potenttal oustomers We also belleve that our reg(onal

focus mcreases our prospec!s for success by enabling us to concen-

trate the deployment of c our network asse& our sales and marketlng
efforts and our management’s time more effectively.
Our proximity to Mexico allov}vs us to connect directly to the fiber

networks of multiple Mexican telecommunications carriers. Subject

CAPROCK COMMUNICATIONS 1998
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Chief Executive Officer, Kevin W. McAleer, Chief Financial Offi icer.

<

Seated from left: Scott L. Roberts, Executive Vice President of International Sales,

Ignatius W. Leonards, Vice Chairman of the Board and President.

to our compliance with certain regulatc;ry requiremens, we are
capable of providing dark fiber to these carriers at several inter-
national gateways enabling them to close open fiber rings in
Mexico by using our fiber on the UrS side of the border. Addi-
tionally, our direct connect agreements with..foreign cam'ers wilt
position us to capture increased levels of the growing interna-

tional traffic.

Our Networks

Our regional voice, data and fiber netwot‘ks Mpﬁse the“key

elements of ‘CapRock's business strategy. Upon completion, our

fiber network will allow us to serve neady every primary, secondary

and tertiary city within Texas, Louisiana, Arkansas, Oklahoma and

New Mexico. Our fiber network is scalable to support rapid future

growth and flexible enough to incorporate advances in future

REFPORT




technology. Early in 1999, we entered into an agreement with
Enron Communications, Inc. to jointly buitd approximately 1,050
route miles of fiber network in Texas. We believe that this agree-
ment, and any other similar agreements we may execute in the
future, will enable us to lower the cost of our network, as well as
accelerate its deployment. Our construction pace remains on track -
to complete all 5,500 route miles by the end of the year 2000.

In addition to our extensive fiber network, we have significantly
increased the size of our voice and data switching networks. In fact,
we doubled the number of our voice switches in 1998. We will
install Northem Telecom DMS-10, DMS-100 and DMS-500 local
switches throughout the region. In 1999, we will begin transitioning
our customers from resale products to our own switches. Using our
own switches enables us to achieve significantly higher gross profit
margins than those achieved through the resale of local services.
Finally, we plan to purchase and deploy, in the second and third
quarter of 1999, ten ATM data switches to support our internet,
frame relay and ATM services. Given the explosion in demand for
data products, we are very excited about the prospect for growth

in the data services that we provide over our own network.

Our People

CapRock confinues to‘at’a‘act outstanding individuals to build |
management depth throughout our organization. During 1998, we
added wonderful talent in our accounting, billing, customer service,
human resources, information technologies, network operations,
sales and fiber facilities departments.

We started CapRock with a goal to attract people with integrity,
intelligence, intensity and enthusiasm. We believe we-are succeed-

ing. We view our people as key to our ability to offer our customers

the quality, service and simplicity they want. We gént stock options

to all of our employees, and have found that while options enable us
to share the economic rewards of our success, they also encourage
everyone to think like a shareholder. At the end of 1998, management
and employees controlled over 80% of CapRodk's outstanding stock.
It ‘is fair to say that, to a large degree, management'’s intecests and

our shareholders’ interests are one in the same.

1999

As we enter 1999, we receive encouragement from the enormous
opportunities before us. We have built our success and reputation
by providing our customers superior service, outstanding quality and
good value. Our bundled integrated products add simplicity, as
well. CapRock has begun an extensive advertising campaign to build
brand identity in the marketplace. We plan to continue to grow our
sales force and have set a goal to more than double it as we con-
tinue to open new offices in new cities and towns within our region.
We also plan to continue the rapid build out of our fiber, voice and
data networks, which will permit us to significantly improve our inte-
grated services’ profit margins once they become fully operational.

In addition, we believe that our Southwest region remains strong eco-
nomically and continues to grow as fast as any region in the country.

Finally, | am convinced that our talented, experienced and
dedicated people will help us achieve our goai of becoming the
dominant integrated communications provider in the Southwest
region. | thank our people, customers and shareholders for their

support and confidence in CapRock.

Jere W. Thompson, Jr.
Chairman of the Board and Chief Executive Officer




A World of Opportunity—in a Single Region

CapRock has chosen to maintain a regional focus. We gain enor-
mous economies of scale by concentrating all of our assets, sales
and marketing efforts, and management’s time and resources within
a single region. One of our goals is to fill our “pipes.” to maximize
the amount of traffic passing through our regional fiber network. By
efficiently utilizing our network, we can maximize our retums on
invested capital.

The Southwest region of the United States cleary offers CapRock
significant growth potential. The region, which indudes Texas,
Louisiana, Arkansas, Oklahoma and New Mexico, has over 17.4

million total access lines, and of that, over S million are business

CAPROCK COMMUNICATIONS 1998
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access lines. The jewel of the region is the State of Texas. Its popu-
lation is projected by 1;?99 to exceed 20 miillion. in fact, the cities
of Dallas, Fort Worth, Houston and San Ant.onio combined are
larger in population than the population in each of 43 other states.
Texas is a massive mar‘kgt that is growing dramatically. it is the
second fastest érowing region and the second largest economy in
the U.S. For the 1990, Texas leads the nation in new job creation.
With our network buildout in Texas, we are creating opportuni-
ties for CapRock in both the United States, as well as in Mexico. We .
will have several interconnection points with Mexican carriers at
international border. crossings. We believe over half of all interna-

tional traffic between Mexico and the United States passes through

REPORT




Texas, and our network enables CapRock and our fiber network

customers to carry much of this traffic on an advanced network.

A Network to Grow

Telecommunications is already a $200 billion industry, expanding

at about 7% annually. Intemet and data services, however, are the
-fastest growing segments of the telecommunications industry and
appear to double their demand for bandwidth every 100 days.
CapRock is building the fiber network to support this significant,
compounding growth.

Our planned 5,500 route mile regional fiber network will connect
nearly every primary, secondary and tertiary market in the Southwest
region. It will likely be the most scalable and most extensive fiber
networks ever constructed in the region and wilf provide the back-
bone for our voice, data, Intemet, bandwidth and dark fiber services.

We believe no other carrier c-.:rreqtly has or has announced as
extensive of a network as ours in this region. And we believe that
those carriers without their own networks will be struggling to sup-
port the marketplace when the cascading bandwidth demand

- becomes a reality in the next few years.

We have designed our network to scale and to incorporate cur-
rent and future technologies. We believe we will install the first
total dense wavelength division multiplexing (DWDM) network
across Texas. DWDM greatly increases the capacity of a network by
using multiple wavelengths of light in each fiber rather than a sin-
gle wavelength. DWDM also brings significant operational and cost

efficiencies. By owning our fiber and employing DWDM, we can

manufacture bandwidth in volume at lower costs than ever before.

We are deploying a minimym of 96 fibers anc two to three spare

conduits thro.qgﬁodt our netwofk. Each fi éapable of support-

ing DWDM.V_ Each oond;xit is &apable of housinig a cable wrth hun-

P i . i3

‘cost of the fiber

£xcess fiber to ther

N

ve

25 carriers for the

$3ubstantially had

completed apprdkiﬁétely 800 route miles of the long-haul fiber

network at yeaf-end 1998. Wg expect to havé‘_;')ver 3,000 route

miles completed by the end of 1999, and the remainder of the
5,500 route mile network completed during the year 2000. Our

fiber network will help establish us s a reg

al leader in the future
of telecommunications.
Additionally, we have begun installing dai'ﬁ':an:d voice switches

within our reg«on We currently operate seven local and long dis-

use of data connections are critical to businesses, many of the
nation’s businesses do not have access to such services, especially

ARSI H o BERASRE
those businesses {ocated in secondary and tertiary markets.:Market .




The Telecommunications Revolution

Our industry is in the midst of a telecommunications revolution
brought on by advances in technology, the Internet and deregula-
tion. New technology is significantly reducing the costs of transmit-
ting voice and data. Video conferencing technology has been
available for decades, but the cost of transmitting video signals has
been prohibitive. In the next few years, we believe video confer-
encing will become as affordable and commonplace as faxes. To
think that the Intemnet has jumped into our lives only in the last five
years, the breadth of new services which will develop as a result
of the enormous bandwidth available at low costs is unimagin-
able. The Internet consumes bandwidth as fast as it becomes
available. As more people use the Internet at higher transmiss;on
speeds, the demand for bandwidth will continue to expand. Access
speed is price elastic and the demand for it increases as its price
decreases. We have built our fiber and advanced switching net-
works to manufacture bandwidth inexpensively in support of the
increased demand. Finally, deregulation has changed the telecom-
munications pricing structure. Instead of a world whére pricing
supported universal service regardless of true costs, we have
entered a world where f;ridng can reflect true costs and value.

For companies like CapRock, we are poised to take advantage of
the telecommunications revolution and change the way people use

voice, data and video to communicate. It is an exciting future that

is just beginning to unfold.

xner service we have alwiys ‘sought to pfovidéf.,, o
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SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
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FOR ANNUAL AND TRANSITION REPORTS PURSUANT TO
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SECURITIES EXCHANGE ACT OF 1934.
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Commission File Number 000-24581
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PART I

Forward-Looking Statements

This Annual Report on Form 10-K includes forward-looking statements. We have based these forward-
looking statements on our current expectations and projections about future events. These forward-looking
statements are subject to risks, uncertainties, and assumptions about CapRock, including: ‘

« our anticipated growth strategies,

« anticipated trends in our business, including trends in technology and the growth of communications
network products and services,

« future expenditures for capital projects, and
« our ability to continue to control costs and maintain quality.

These statements may be found in the sections of this Form 10-K entitled “Management’s Discussion
and Analysis of Financial Condition and Results of Operations™ and “Business” and in this Form 10-K
generally. Our actual results could differ materially from those anticipated in these forward-looking statements
as a result of various factors, including all the risks discussed elsewhere in this Form 10-K and risks related to,
among other things, building a fiber network (including obtaining the necessary rights-of-way, permits and
regulatory approvals), supply and demand for data services, competition, the need for additional capital, debt
and interest payment obligations, restrictions in our senior note indenture, rapid growth, dependence on local
telephone companies and long distance carriers, our information systems, retention of key personnel,
dependence on major customers, year 2000 problems, the continued integration of our predecessor companies,
service interruptions, potential liability as an internet service provider and protection of our intellectual

property.

We undertake no obligation to publicly update or revise any forward-looking statements, whether as a
result of new information, future events or otherwise. Because of these risks, uncertainties and assumptions,
the forward-looking events discussed in this Form 10-K might not occur.

ITEM 1. Business

Business Overview

CapRock Communications Corp. (“CapRock™) owns and operates a scalable long-haul fiber network
which upon completion is expected to cover approximately 5,500 route miles throughout the Southwest region,
which includes Texas, Louisiana, Arkansas, Oklahoma and New Mexico. This fiber network supports the
voice, data, bandwidth and dark fiber services we provide to our carrier and retail customers. Our 1998
revenues were $121.8 million and earnings before interest, taxes, depreciation and amortization (“EBITDA™) -
(exclusive of merger related expenses of $2.3 million) was $15.0 million. Over the past five years, our revenues
have grown at a compound annual growth rate of 55%.

We intend to be the premier provider of carriers’ carrier services and the leading facilities-based
integrated communications provider in the Southwest region. To measure our progress, we classify our
revenues in three categories: carriers’ carrier, integrated services and systems services. Our carriers’ carrier
revenues include domestic and international long distance, bandwidth and dark fiber services sold to
telecommunications carriers and other wholesale customers. Currently, we have over 100 carrier customers,
including AT&T, MCI WorldCom, Sprint Corporation and Qwest Communications, as well as many regional
independent companies such as Century Telephone Enterprises, Inc. and Lufkin Conroe Telephone. Our
integrated services revenues reflect our local, long distance, Internet, data and private line products provided to
over 5,000 small and medium-sized businesses on a single bundled bill. Lastly, our systems services revenues .
represent the voice and data systems and services we provide primarily to the oil and gas industry offshore in
and along the Gulf of Mexico.

We are focused on the Southwest region because of this region’s size and attractive growth prospects and
because we believe that as a region it is currently underserved by other major telecommunications providers.




We believe our ability to offer integrated telecommunication services along with superior customer service will
be particularly attractive to small and medium-sized businesses that desire simple bundled plans from a single
provider. Many of the smaller markets within our region do not have telecommunications alternatives to the
incumbent local telephone company. We also believe that a regional focus enables us to achieve certain
economies of scale due to the concentrated deployment of network assets, our sales and marketing efforts and
our management. By maximizing the amount of traffic that remains on our network, we can maximize our
gross profit margins and returns on invested capital.

We intend to build the most extensive alternative fiber network in the Southwest region, which will allow
us to serve nearly every primary, secondary and tertiary city within the region. Our fiber network is scalable,
and we are deploying a minimum of 96 fibers and two to three spare conduits along each route. Each fiber is
capable of supporting dense wave division multiplexing, and each conduit is capable of housing a cable with
hundreds of additional fibers. In order to reduce the cost of fiber retained for our own use, we intend to sell
excess fiber to other carriers. We are currently in discussions for the sale of fiber over segments of our network
with over 25 carriers. Consistent with our planned network deployment schedule, approximately 800 route
miles of the long-haul fiber network were substantially completed at year-end 1998. We currently have
" another 1,870 route miles under construction and expect to have approximately 3,000 route miles completed
by the end of 1999, with the remainder of the 5,500 route mile network expected to be completed by the end of
2000. We recently entered into an agreement with Enron Communications to jointly build approximately
1,050 miles of fiber network in Texas. We believe that this agreement and any other similar agreements we
may execute in the future may enable us to significantly lower the overall cost of network construction as well
as accelerate its deployment. ' o

Our proximity to Mexico allows us to directly connect to the fiber networks of multiple Mexican
telecommunications carriers. Subject to compliance with certain regulatory requirements, we are capable of
providing dark fiber to these carriers at several border crossings enabling them to close open fiber rings in
Mexico by using CapRock fiber on the U.S. side of the border. Additionally, our direct connect agreements
with foreign carriers position us to capture increased levels of growing international traffic. See Note 18 to the
Consolidated Financial Statements of CapRock included in this Form 10-K.

We are a Texas corporation. Qur principal executive offices are located at 15601 Dallas Parkway,
Suite 700, Dallas, Texas 75248, and our telephone number is (972) 982-9500. We maintain a World Wide

Web site at www.caprock.com. The reference to our World Wide Web address does not constitute . .

incorporation by reference of the information contained at the site. In this Annual Report on Form 10-K, the
“Company,” “CapRock,” “we,” “us,” and “our” refer to CapRock Communications Corp. and its subsidiar-
ies, including IWL Communications, Inc. (“IWL Communications”), CapRock Telecommunications Corp.
(“CapRock Telecommunications™) and CapRock Fiber Network Ltd. (“CapRock Fiber™), which are our
three predecessor companies, as well as CapRock Network Services, L.P., CapRock Telecommunications
Leasing Corp. and CapRock Design Services, L.P., unless the context otherwise requires. CapRock and
CapRock Communications are trademarks of CapRock. All other trade names or trademarks appearing in this
Annual Report on Form 10-K are the property of their respective holders.

Recent Developments

In August 1998, we completed a business combination transaction, which was accounted for as a pooling -

of interests, pursuant to which CapRock Telecommunications, CapRock Fiber; and IWL Communications,
our predecessor companies, combined to form our company as it exists today.

In July 1998, as part of the business combination transactidn, we sold senior notes in the aggrcgatc
principal amount of $150 million. The indenture for the offering of these senior notes, which we also entered

into in July 1998, contains numerous restrictive covenants that restrict and limit our operating and financing
activities.

On March 19, 1999, we filed a registration statement on Form S-1 relating to the proposed offering by us
of 5,000,000 shares of our Common Stock and the proposed offering by certain of our sharehelders of
1,500,000 shares of Common Stock. The offering will be an underwritten offering managed by Memill
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Lynch & Co. A registration statement relating to these securities has been filed with the Securities and
Exchange Commission, but has not yet become cffective. These securities may not be sold, nor may offers to
buy be accepted, prior to the time the registration statement becomes effective, and an offering of the shares
will be made only by means of a prospectus meeting the requirements of Section 10 of the Securities Act of

1933. S

No assurances can be made as to when, or if, the offering will be completed. If completed, we estimate
that the net proceeds that we will receive from the sale of the Common Stock offered by us will be
approximately $78,000,000, after deducting the underwriting discounts and commissions and estimated
offering expenses and other related fees that we will pay. We will not receive any of the proceeds from the sale
of Common Stock by the selling shareholders.

We currently intend to use the net proceeds from the equity offering: .
. tofund additional capital expenditures for the construction and operation of our fiber optic network,

« to fund the installation of voice and data switches, including the cost of colocations in the central
offices of local telephone companies, ‘ '

* to open sales offices and add sales support and customer service personnel in markets throughout the
Southwest region, and

« for potential acquisitions, additional working capital and other general corporate purposes.

The actual use of proceeds may vary significantly and will depend on a number of factors. ‘,Accordingly,
our management has broad discretion in the allocation of the net proceeds. Pending such uses, the net
proceeds of the equity offering, if it is completed, will be invested in short-term, high grade investment
securities.

Network Build out and Financing Plan

. By the end of the year 2000, we intend to build out our fiber optic network to approximately 5,500 route
miles throughout the Southwest region. We began constructing and operating a regional fiber network in 1993.
We completed construction of the first 260 route miles of our fiber network in 1997, and at the end of 1998,
the first 800 route miles of our scalable, regional fiber network were substantially completed, linking San
Agitonié, Laredo, McAllen, Harlingen, Corpus Christi, Victoria and Houston, Texas. Over the past two years,
we have met substantially all of our milestones with respect to our construction schedules and budgets. We
currently have approximately 1,870 route miles under construction and expect to have approximately
3,000 route miles completed by the end of 1999, linking south Texas, San Antonio, Houston, Austin, Waco,
Dallas, Fort Worth, and Amarillo, Texas, Oklahoma City and Tulsa, Oklahoma, Little Rock, Arkansas, and
Monroe and New Orleans, Louisiana. We expect that the remainder of the 5,500 route mile fiber network will
be completed by the end of the year 2000. Given the increased demand for our fiber-based telecommunica-
tions services over the past year, we increased our planned network build out from approximately 4,300 route
miles to approximately 5,500 route miles. '

We believe that our network, once completed, will be the most extensive alternative fiber network in the
Southwest region and will enable us to sérve nearly every primary, secondary and tertiary city in the region.
Our network is designed to be scalable and will have significant excess capacity to meet fi_:turc demand and
flexibility to accommodate new fiber technology and electronics. We are burying threé to four conduits
throughout our network. We are installing in a conduit a minimum of 96 Lucént Truewave and single-mode
fibers. Both Truewave and single-mode fiber are capable of supporting dense wave division multiplexing. We
intend to retain on average 24 fiber strands throughout most of our network. The routes of the network are
primarily constructed on state highway and county road rights-of-way, and are planned to be generally
geographically diverse from the existing fiber networks of AT&T, Sprint, MCI WorldCom, and IXC. The
fiber network will also interconnect with the fiber networks of selected Mexican carriers at multiple border
crossings.

Through the continuing and successful integration of IWL Communications and its personnel and
network facilities, we have been able to continue developing our fiber network and our switching facilities. In
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switches (six which we own and one which we manage), with another four local switches scheduled to be

using unbundled network elements (“UNEs") by the end of 1999. We also plan to purchase and deploy in the
second and third quarters of 1999 ten asynchronous transfer mode (“ATM™) data switches to support our
Internet, frame relay and ATM services.

We estimate total gross capital expenditures of approximately $410 million to complete our planned
regional network build out, including fiber, transmission electronics, voice and data switches and corporate
capital expenditures. T

To reduce the cost of fiber retained for our own use, we have sold in the past, and intend to sell in the
future, conduit and dark fiber to third parties. In the past, we have Jjointly constructed segments with Teleport
Communications Inc., a competitive local phone company, and with TCI Communications Inc., a cable
television company, and we recently announced our agreement with Enron Communications_to jointly build

segment of our fiber network is operational upon completion of construction. Should network construction be
slowed or postponed, our existing network is still operational and our integrated services strategy can continue
essentially unchanged. : -

By installing a large fiber count, advanced fiber capable of supporting dense wave division multiplexing
and spare conduits, the network will be scalable and will have significant flexibility to add capacity to meet

SONET rings, and its diverse location from existing long-haul networks. The expanded network is expected to
deliver the following significant strategic and financial benefits to us: (1) substantial savings by allowing us to

our existing and planned communications infrastructure.




Products and Services

Carriers’ Carrier

We intend to establish ourself as the premier carriers’ carrier within the Southwest region, providing
voice, data, broadband and dark fiber services over the most extensive advanced fiber optic network in the
Southwest region. Our principal carriers’ carrier products are: long distance terminating access, calling cards,
dark fiber, and bandwidth provision. Our carrier customer base includes more than 100 carriers, including
AT&T, IXC, MCI WorldCom, Qwest and Sprint, and including regional independents such as Century
Telephone Enterprises, Inc. and Lufkin Conroe Telephone. For the year ended December 31, 1998, revenues
from services provided to MCI WorldCom accounted for more than 10% of our revenues.

Long Distance Terminating Access. This service cnables carrier customers to terminate regional,
domestic or international long distance calls through our switches. We terminate calls over our own network
and feature groups established with incumbent local telephone companies or through other carriers providing
services to us. We sell these services on a per-call basis, charging by minutes of use, or MOUs, with payment
due monthly after services are rendered. :

Bandwidth Provision. We offer T-1, DS-3, OC-3, OC-12 and OC-48 capacity and individual wavelength
channels to our carrier customers. Carriers utilize the broadband capacity to support their voice and data
traffic requirements and to provide diverse routing as backup in the event of a fiber cut along their primary
routes. Services are provided generally through one year contracts, requiring fixed monthly payments,
generally in advance.

Dark Fiber. We lease and sell excess dark fiber to carrier customers over our fiber network. We are
burying three to four conduits and installing a cable with a minimum of 96 fiber strands throughout our
5,500 route mile fiber network. We intend to retain an average of 24 fibers for our own use and to continue to
lease or sell excess capacity to lower our net cost for fiber retained for our own use. Dark fiber lease contracts
are generally for a minimum of ten years with multiple five year renewals at discounted rates. Dark fiber sales
are in the form of indefeasible right of use contracts for terms for 20 years and longer.

Integrated Services

We intend to become the dominant integrated communications provider in the Southwest region, offering
local, long distance, Internet, data and -private line services to end-user customers on an integrated basis
invoiced on a single, bundled bill. We believe that our ability to provide integrated services, and to invoice
these services on a single, bundled bill enables us to (1) better compete in and rapidly penetrate our targeted
markets, (2) capture virtually all of our existing and newly acquired customers’ expenditures for telecommuni-
cations services and equipment, (3) increase customer satisfaction, and (4) maintain low customer churn.

We offer (or, where indicated, intend to offer) the following products:

Local. These services offer customers local switched and enhanced services. We intend .to. continue to
obtain local telephone services from incumbent local telephone companies on a total service resale, or TSR,
basis and as demand economically justifies, to install local switches and migrate customers to our network
utilizing unbundled network elements leased from incumbent local telephone companies for last mile local
lines. We believe this approach significantly boosts our gross margins, maximizes our return on invested
capital, and reduces the time required to enter new markets. -

One Plus Long Distance. This service offers customers the ability to make outbound switched long
distance calls by simply dialing a 1, plus the area code and phone number. Customers can select us as their

primary long distance provider by placing an order with us. This service may be used for both domestic and
international calling.

Long Distance Dedicated Service. This service is designed for larger users with sufficient long distance
traffic volume to warrant the use of dedicated lines directly to the customer to originate calls. Instead of long
distance calls switched through the incumbent local exchange carrier (“ILEC”), this service uses a dedicated

5




line that directly connects the end user and our switch. This eliminates ILEC originating access fees and
reduces per minute rates to the user.

Interner. We provide Internet services to approximately 800 customers. The services include e-mail
server, news server and hosting of customer web pages.

Data. Frame relay and ATM data services are currently.provided on a resale basis. Our fiber network
has been designed to provide a platform to support high capacity, bandwidth-intensive products. We intend to
migrate our data services onto our own data and fiber networks as these networks are built out.

Private Lines. This service provides customers dedicated broadband capacity, typically T-1s and DS-3s.
Private lines enable customers to connect directly to their long distance carriers, bypassing the ILEC and
thereby reducing long distance rates. Private lines also enable customers to establish virtual private wide area
networks for data and voice transmissions between or among multiple locations.

Toll Free 800/888. This inbound service, where the receiving party pays for the call, is accessed by
dialing an 800/888 area code. This is used in a wide variety of applications, many of which generate revenue
for the user (such as reservation centers or customer service centers).

Calling Card. These traditional, basic telephone calling cards allow the user to placév calls from
anywhere in the United States or Canada. Later in 1999, we plan to expand our service to include ‘Mexico. We
also offer additional features including conference calling and speed dialing.

Prepaid Card. Prepaid cards allow a customer to purchase and pay in advance for a card with a fixed
amount of calling time. The card is then used as a standard calling card from which time is deducted when
used. Prepaid cards may be purchased with enhanced features similar to those of calling cards and also may be
renewed by purchasing additional time.

System Services

We intend to maintain our position as a major provider of telecommunications services to remote

installations, primarily in the Gulf of Mexico. Our principal products are offshore voice and data services, as

well as the sale and installation of equipment to carry those services.

Offshore Services. We provide offshore voice and data systems and services to the oil and gas industry in
the Gulf of Mexico. Satellite and microwave transmission media are used depending on the type and location
of the drilling rig involved. Our communications systems are flexible and can be quickly re-aligned as rigs
move to new locations. :

Customer Premise Equipment. We currently sell and install telephone and switchboard equipment to
our offshore customers. We intend to add office switchboard and private branch exchange equipment for our
small and medium-sized business customers. We intend to continue to build our relationships with local
customer premise equipment installation companies in all of our markets for the purpose of selling and
installing customer premise equipment not otherwise provided by us. '

Sales and Marketing

I
Carriers® Carrier. We established a carrier services sales force in 1992. We believe it competes
effectively in this market based on a combination of price, reliability, quality of service, route diversity, ease of
ordering, ability to obtain traffic information and superior customer service. We market our carriers’ carrier
services primarily through eight direct sales personnel and four support specialists located in our headquarters
in Dallas. In general, these sales professionals locate potential customers for our carrier services through
customer referrals, trade forums, trade shows and industry alliances.

Integrated Services. We focus our sales efforts on small to medium-sized businesses in the Southwest
region primarily through two channels: our direct sales force and our network of independent sales agents. Our
direct sales force and our authorized agents are trained to emphasize our customer-focused sales efforts,
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superior customer service and product value. We reinforce building customer relationships by tying a portion
of each account executive's and agent’s compensation directly to the longevity of their customer accounts.

As of February 28, 1999, our direct sales force consisted of 100 account executives in Dallas, Fort Worth,
Houston, San Antonio, Austin, and Victoria, Texas, as well as Lafayette, Louisiana. We intend to hire and
train approximately 100 additional account executives by the end of 1999 and an additional 100 account
executives by the end of 2000.

Our sales personnel call on prospective and existing business customers, conduct analyses of business
customers’ telecommunications usage histories and service needs, and demonstrate how our various service
packages will improve a customer’s communications capabilities in a cost-effective manner. Sales personnel
identify potential business customers by several methods, including customer referral, marketing research,
personal telemarketing and through other networking alliances such as endorsement agreements with trade
associations and local chambers of commerce. We recruit new account executives by emphasizing our
extensive and advanced fiber communications network, broad array of services bundled on a single bill,
superior customer service, attractive compensation and commission plans, stock option programs and
marketing support plans.

We also have 115 sales agents located throughout Texas. Our agent program was established in 1996, and
consists primarily of independent telephone equipment vendors authorized by us to market our products and
services. Authorized agents receive recurring commissions based on product, pricing, volume of usage and
customer retention. We have four agent managcrs who actively recruit new agents. We intend to add an
additional 65 agents in 1999.

Our marketing strategy is built upon the belief that customers want to reduce the number of providers,
simplify the complexity and enhance the value of their teleccommunications needs. To address this strategy, we
seek to be a single source provider, offering the bulk of our customers’ needs on single bills and through single
sales channels. We believe that our personalized attention to the needs of our business customers, coupled
with our ability to provide a fully integrated bill, is appealing to both existing and prospective customcrg.

Project Management and Offshore Services. We target domestic customers that require turnkey system
solutions and other telecommunications services. Qur sales force sells frequency bandwidth and call
completion and system solutions, which allows us to further develop our own telecommunications
infrastructure.

Customer Care and Support

We believe that our reputation has been built on outstanding customer care. We strive to provide superior
customner care and support for our customers and believe that personal contact with our customers through
knowledgeable, friendly and efficient customer service representatives is a significant factor in customer
retention. We intend to significantly increase the number of our customer service representatives as the
number of direct and agent sales representatives grows.

To support our carriers’ carrier and integrated services customers, we operate a call center in Dallas,
Texas staffed by our customer service representatives, who have completed a certification and - training
program provided by us. To enhance their effectiveness, we provide ongoing training to all customer service
representatives. Our customer service department uses on-line, real-time automated systems that provide
notes from all prior contacts with the customer, providc a complete account and payment history for
customers billed by us and enable the customer service representatives to provnslon new services and modify
existing services on all of our products.

We handle our provisioning, customer care, billing and traffic reporting functions through a proprietary
software platform developed by RiverRock Systems, Ltd., a Texas limited partnership in which we have a 49%
ownership interest. The system has been designed to be both scalable and flexible in order to support our
expected future back office requirements. We believe that this system provides us with a significant
competitive advantage by allowing us to creatively bundle and price various telecommunication services, to
process large order volumes, and to provide superior customer service when compared to the incumbent local
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telephone companies using legacy systems and their competitors that outsource back-office services or that do
not have an advanced office support systems platform. The RiverRock system is part of a larger back office
organization which enables us to: (1) minimize the time required to initiate services for new customers,
(2) provide customer bills, (3) respond quickly to customers’ needs and information requests, and (4) better
monitor and analyze traffic, financial and operating trends. We intend to continue to develop this system to
meet increasing demands for our services and to continue to provide our customers with superior customer
care.

We also provide customer support for our offshore products and services through our full-service support
teams in Friendswood, Texas, Lafayette and New Orleans, Louisiana, Moscow, Russia and Aberdeen,
Scotland. Support services include: (1) on-site maintenance, with over 50 technical specialists on call for
immediate dispatch when customers' communications systems require maintenance; (2) a network operations
center in Friendswood, Texas where our professionals remotely monitor customers’ communications systems
throughout the Gulf of Mexico and around the world seven days a week, 24 hours a day; (3) customer support
for our wireless products; (4) training programs designed to maximize the customers’ communications
investment through classroom training at customers’ sites and multimedia video training tools; and (5) re-
search and development for unique applications where our engineers can custom design or modify hardware to
improve our performance within a particular system.

Competition

Overview. The communications services industry is highly competitive, rapidly evolving and subject to
constant technological change. In particular, numerous companies offer long distance, local, Internet, data and
bandwidth services, and we expect competition to increase in the future. We compete in these markets
primarily on the basis of price, customer service and the ability to provide a variety of communications
products and services.

Fiber Networks. We intend to expand our fiber optic network to approximately 5,500 route miles
throughout the Southwest region. We expect to compete with numerous established and start-up national and
regional fiber optic networks owned by long distance carriers, ILECs and competitive local exchange carriers
(“CLECs") throughout the Southwest region. These competitors include very large companies such as:

o AT&T,

MCI WorldCom,
Sprint,

Level 3,
Williams,

SBC, and

« Qwest.

L

Each of these companies has greater name recognition, financial, personnel, technical and marketing resources
than we have. We also anticipate that other providers of local and long distance telecommunications services
will plan and construct fiber networks that could compete with our network. In addition to long distance
carriers and local telephone companies, entities potentially capable of offering broadband services in
competition with our existing and planned network include: )

« other facilities-based communications service providers,

« cable television companies,

« electric utilities,

« microwave carriers,

» satellite carriers,

« wireless telephone system operators, and

¢ large companies who build private networks.




Competing networks may also have advanced fiber and operating capabilities similar to those of our
network. Furthermore, we expect that some of our competitors will compete in our geographic market and
directly with us for many of the same customers along a significant portion of the routes along whic_h we intend
to operate.

Domestic and International Long Distance. We provide long distance services using our own facilities
and by reselling the facilities of other carriers, both in the United States and between the United States and
other countries. The long distance communications industry is intensely competitive and the marketing and
pricing decisions of the larger industry participants such as AT&T, MCI WorldCom, and Sprint have a
significant impact on us. In addition, significant consolidation in the industry has created and will continue to
create numerous other entities with substantial resources to compete for long distance business. Such entities
include Excel Communications, Inc., Frontier Communications Service, Inc. and Qwest. In addition, as a
result of the Telecommunications Act of 1996 (the “1996 Telecommunications Act”), we anticipate that the
Federal Communications Commission (“FCC”) may permit the Regional Bell Operating Companies (the
“RBOCs”) and GTE Operating Companies (“GTOGs™) to enter the long distance market in the future,
These larger competitors have significantly greater name recognition and greater personnel, financial,
technical, network and marketing resources. Many may also offer a broader portfolio of services and have long
standing relationships with customers targeted by us. Morcover, we cannot guarantee that our competitors
cannot negotiate contracts with suppliers of telecommunications services to obtain conditions of service more
favorable than ours. Many of our competitors enjoy economies of scale that can result in a lower cost structure
for transmission and related terminating costs. Those carriers could bring significant pricing pressure to bear
on us.

Customers frequently change long distance providers in response to lower rates or promotional incentives
by competitors. Prices for domestic and international long distance calls have declined in recent years and we
expect them to continue to decrease further and more rapidly. Indeed, we expect competition in all of our
relevant markets to increase. This increased competition could adversely affect our net revenue per minute and
gross margins. ‘We cannot guarantee that we can compete effectively in the domestic or. international long
distance markets: - : : ' :

Local E.fgk’ange Serﬁéé. Our bu'sincss objective is to expand significantly our operations to provide local -

services. Regulation permitting us to compete in the local service market has only recently been enacted into
law, following enactment of the 1996 Telecommunications Act. The services we intend to offer will compete
‘with those offered by ILEGs, such as BellSouth, Southwestern Bell and the GTOCs, as well as very large long
distance carriers, such as AT&T, MCI WorldCom, and Sprint. The ILECs currently dominate the provision
of local services in their respective markets, and the ILECs and the very large long distance carriers have
greater name recognition and greater financial, technical, network, marketing and personnel resources than we
do. Those entities also hold longer standing relationships with regulatory authorities at the federal and state

levels than we do. We may also face competition from other current and potential market entrants, including; .

« other CLECs,

* cable TV companies,

* electric utilities,

* ILECs operating outside their current local service areas, v .
+ other long distance carﬁers, |

+ wireless telephone system owners,

* microwave owners,

* satellite canicrs,»

* private networks built by large companies, and

* start-up teleccommunications ventures.

€

We cannot guarantee that we can co_mpétc effectively in the local service markets.
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Internet Telephony. The FCC currently classifies Internet services as enhanced services. As a result,
federal and state common carrier regulations, including long distance interstate and intra-state access fees,
tariffing, certification and rate regulation do not apply to the provision of Internet services. Some Internet
service providers, or ISPs, have recently announced plans to use Internet protocol technologies (“IP Teleph-
ony”) to introduce domestic and international long distance services at rates 30% to 50% below standard long
distance rates. Although the FCC intends to review this issue, IP Telephony could increase pressure on long-
distance companies and other communications companies to reduce prices and margins on domestic and
international long distance services. We cannot guarantee that either we or our carrier customers will not
experience substantial decreases in call volume, pricing and/or margins due to IP Telephony. We also cannot
guarantee that we can offer telecommunications services to end users at prices that can compete with the
IP Telephony services offered by these new companies.

We also provide Internet services. We cannot guarantee that federal or state regulators will not impose
additional regulation on Internet services in the future. We expect to compete by introducing IP Telephony
shortly. The Internet services market is highly competitive, in part because no substantial barriers to entry
exist. We expect that competition will continue to intensify. Our competitors in this market include:

« Internet service providers,

« other telecommunications companies,
"« online services providers, and

« Internet software providers.

Many of these competitors have greater personnel, financial, technical and marketing resources than those
available to us. '

Technological Advances. Dense wave division multiplexing, high-speed OC-192 transmission electron-
ics, advanced fiber technology and packet switching are converging to increase significantly the supply of
domestic and international transmission capacity. Rapid and on-going technological advances have brought
new product and service offerings similar to the services we provide. The introduction of new products or
emergence of new technologies may cause capacity to greatly exceed demand, reducing the pricing of certain
services we provide. We canriot guarantee that we can satisfy future customer needs, that our technologies will
not become obsolete because of future technological developments, or that' we will not have to make
significant additional capital investments to upgrade or replace our system and equipment. We cannot predict
the impact of these technological changes on our operations. If we fail to keep pace with advances, it could

~have a material adverse effect on our financial condition, results of operations and cash flow.

Offshore and Remote Telecommunications Services. Currently, we provide telecommunications services
to oil and gas customers in the Gulf of Mexico. In the Gulf of Mexico, we compete directly principally with
Autocomm Communications Engineering Corp., Sola Communications, Inc., Datacom and Shell. Shell
currently provides competing services through its microwave network in the Gulf of Mexico and has
announced plans to become a full service telecommunications provider to the oil and gas industry in the
region. Although we believe that we compete successfully in each of our markets today, we cannot guarantee
that we can continue to compete successfully in the future. We believe that most of our larger competitors
have generally not made it a priority to provide remote, difficult-access telecommunications services. Should
one or more of our competitors decide to focus on such services, it could have a material adverse effect on our
financial condition, results of operations and cash flow.

Employees

As of February 28, 1999, we employed approximately 390 people, including approximately 116 in sales
and marketing, approximately 110 in engineering and technical services and approximately 164 in manage-
ment, customer care, provisioning, administration and finance. At that date, we also had an agent sales force
numbering approximately 115 independent agents throughout Texas. We use the services of independent
contractors for construction of our fiber network. None of our employees is represented by a labor union or is
subject to a collective bargaining agreement. We believe that we have good relations with our employees.
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Regulation And Licenses

The following summary of regulatory developments and legislation does not purport to describe all
present and proposed federal, state and local regulations and legislation affecting the telecommunications
industry. Other existing federal, state and local legislation and regulations are currently the subject of judicial
proceedings, legislative hearings, and administrative proposals which could change, in varying degrees, the
manner in which this industry operates. Neither the outcome of these proceedings, nor their impact upon us or
the telecommunications industry, can be predicted at this time. This section also sets forth a brief description
of regulatory and tariff issues pertaining to our operations.

We provide domestic and international services subject to varying degrees of U.S. federal, state and local
regulation, and regulation by foreign authorities. In the United States, the 1934 Communications Act, as
amended, including as amended by the 1996 Telecommunications Act and the regulations promulgated by the .
FCC thereunder, as well as the applicablc laws and regulations of the various states and state regulatory
commissions all govern the provision of telecommunications services. The FCC exercises jurisdiction under
Title II of the 1934 Communications Act over all facilities of, and services offered by, telecommunications
common carriers to the extent such services involve jurisdictionally interstate common carrier communica-
tions, including international communications originating from or terminating in the United States. State
regulatory authorities retain jurisdiction over jurisdictionally intrastate communications. Under Title III of the
1934 Communications Act, the FCC also regulates the licensing and use of the radio frequency spectrum.
Local governments sometimes impose franchise or licensing requirements on local service competitors and/or
facilities companies. Services we provide in other countries remain subject to the telecommunications laws
and regulations of those countries.

. The FCC and the state regulatory agencies impose and enforce regulatory requirements applicable to our
operations. The FCC and the state regulatory agencies may address regulatory non-compliance with a variety
of enforcement mechanisms, including:

« monetary forfeitures,

« refund orders,

« injunctive relief,

+ license conditions, gndlor

« license revocation.

As a telecommunications carrier, we must also comply with the Federal digital wiretapping administered
by the U.S. Department of Justice and the FCC. The telecommunications industry varies substantially from
state to state and continues to change rapidly. Moreover, as deregulation at the federal level occurs, some
states are reassessing the level and scope of regulation applicable to carriers. Domestic or international
regulators or third parties could raise material issues with regard to compliance or non-compliance with
applicable regulations. Future regulatory, judicial or legislative activities could have a material adverse effect
on our financial condition, results of operations or cash flow.

U.S. Federal Regulation

Local Service Regulation Under The 1996 Telecommunications Act. The 1996 Telecommunications
Act, which amended the 1934 Communications Act, provided for comprehensive reform of the United States’
telecommunications laws. In passing the 1996 Telecommunications Act, Congress sought to increase local
competition from newer competitors such as long distance carriers, cable TV companies and public utility
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companies. The 1996 Telecommunications Act specifically requires all local exchange carriers, or LECs
(including ILECs and CLECs):

« not to prohibit or unduly restrict resale of their services,

+ to provide dialing parity, number portability and nondiscriminatory access to telephone numbers,
operator services, directory assistance and directory listings,

« to afford access to poles, ducts, conduits and rights-of-way, and

« to establish reciprocal compensation arrangements for the transport and termination of
telecommunications.

In addition, ILECs must provide:

« interconnection on certain terms and conditions,
« unbundled network elements,

« resold local services at wholesale ratcs,i

« reasonable public notice of any changes in the information needed for transmission and routing services
over their communications facilities, and

- physical colocation of equipment necessary for interconnection and access to unbundled network
elements at the LECs’ premises.

~ Under the 1996 Telecommunications Act, Regional Bell Operating Companies, or RBOCs, have the
opportunity to provide out-of-region long distance and certain cable TV services immediately and in-region
long distance services after the RBOCs meet certain conditions. Specifically, an RBOC can enter the market
for in-region long distance services within areas where the RBOC provides local exchange service upon FCC
approval based on a showing that facilities-based competition and interconnection agreements meeting a
14-point checklist both exist. Entry of RBOGC: into the domestic and international long distance business and
the emergence of other new local competitors could subject us to substantial competition and could have a
material adverse effect on our financial condition, results of operations and cash flow. '

On August 8, 1996, the FCC released the Interconnection Decision, which established a framework of
minimum, national rules enabling state commissions and the FCC to begin implementing many of the local
competition provisions of the 1996 Telecommunications Act. Among other things, the Interconnection
Decision: '

« prescribed certain minimum points of interconnection,

- adopted a minimum list of unbundled network elements that ILECs must make available to
competitors, and

- adopted a methodology for states to use when setting prices for unbundled network elements and for

wholesale resale services.

On January 25, 1999, the Supreme Court issued an opinion overturning prior decisions issued by the
U.S. Court of Appeals for the Eighth Circuit that had vacated certain portions of the Interconnection
Decision. The Supreme Court's decision confirmed the FCC's authority to issue regulations implementing the
pricing and other provisions of the 1996 Telecommunications Act and reinstated most of the challenged rules.
However, the Supreme Court vacated a key FCC rule that identified the network elements that incumbent
LECs must unbundle. The Eighth Circuit decisions and their recent reversal by the Supreme Court
perpetuate continuing uncertainty about the rules governing the pricing, terms and conditions of interconnec-
tion agreements. During the pendency of the Eighth Circuit proceedings, state public utilities commissions
have continued to conduct arbitrations, and to implement and enforce interconnection agreements. However,
the Supreme Court’s recent ruling and further proceedings on remand may affect the scope of the state
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commissions’ authority to conduct such proceedings or to implement or enforce interconnection agreenients.
The U.S. Supreme Court’s decision will likely result in new or additional rules being promuigated by the FCC.
Given the general uncertainty surrounding the effect of the Eighth Circuit decisions and the recent decision of
the Supreme Court reversing them, we cannot guarantee that we can continue to obtain or enforce acceptable
interconnection terms or interconnection terms consistent with our business plans. :

On August 7, 1998, the FCC released an Order denying requests by various ILECs that the FCC use
Section 706 of the 1996 Telecommunications Act to forbear from regulating advanced telecommunications
services. Instead, the FCC determined that advanced services constitute telecommunications services and that
[LECs must comply with the unbundling and resale obligations and the in-region inter-LATA restrictions of
the 1996 Telecommunications Act in their provision of advanced services. The FCC also proposed in a
rulemaking to allow ILECs to provide advanced services on an unregulated basis through separate subsidiar-
ies. We cannot prodfct the outcome of the FCC's proceeding. However, if the FCC does forbear from
regulating advanced telecommunications services, such a decision would increase the ability of ILECs to
compete against less established carriers such as us.

Domestic Interstate Services. The FCC considers domestic interstate common carriers (including us)

that do not have market power as “nondominant.” The FCC subjects nondominant carriers to minimal

regulation. However, interstate carriers offering services to the public must comply with the federal statutory
and regulatory requirements of common carriage under the 1934 Communications Act. Among other things,
interstate common carriers must offer service on a non-discriminatory basis at just and reasonable rates.
Nondominant carriers need not obtain specific prior FCC approval to initiate or expand domestic interstate
services, although they must file a tarff with the FCC. Nondominant carriers remain subject to the FCC's
complaint jurisdiction. The FCC has issued an order eliminating the requirement that nondominant carriers
maintain tariffs for their domestic interstate services on file at the FCC. Several carriers have appealed the
FCC’s order to the U.S. Court of Appeals for the District of Columbia and that court has stayed the FCC’s
order pending resolution of the appeal. If the FCC order becomes effective, nondominant interexchange
carriers will need to find new means of providing notice to customers of prices, terms and conditions on which

they offer their interstate services. Elimination of tariffs will require that we secure with each of our customers o

contractual agreements containing the terms of the services offered. To the extent that disputes arise over such
contacts, carriers, including us, may no longer resort to the legal doctrine that the terms of a filed tariff
supersede individual contract language. '

International Service Regulation. As a provider of international telecommunications services, we must
comply with the federal statutory and regulatory requirements of common carriage under the 1934
Communications Act. International common carriers must obtain authority from the FCC under Section 214
of the 1934 Communications Act and file a tariff containing the rates, terms, and conditions applicable to their
services before initiating their international telecommunications services. We hold global authority from the
FCC to provide resale of switched services and private line services (where permitted by the FCC) and to
provide facilities-based services. We maintain an international tariff on file with the FCC. International
telecommunications service providers must also file with the FCC: -

« copies of their contracts with other carriers,
« foreign carrier agreements, and

« various reports regarding their international revenue, traffic flows and use of international facilities.

Carriers holding Section 214 authority must also comply with FCC rules requiring, among other things,
prior approval for transfers of control and assignments.

Authorized international carriers must also comply with the FCC’s international service regulations,
including the International Settlements Policy (“ISPY™) which governs:

« the payment settlements between U.S. common carriers and their foreign correspondents for terminat-
ing traffic over each other’s networks,
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« the accounting rates for such settlements, and

« the permissible deviations from these policies.

The ISPY applies to both resale and facilities-based operations. To the extent that we acquire or own
facilities that permit us to carry international traffic, the FCC may pay particular attention to our compliance
with that policy.

The FCC enacted certain changes in its rules designed to permit alternative arrangements outside of its
ISPY as a means of encouraging competition and lower, cost-based accounting rates. As a part of
implementing the ISPY, the FCC maintains a private line resale policy that prohibits carriers from reselling
international private leased circuits to provide switched services to or from a country unless the FCC has
found that the country affords U.S. carriers equivalent resale opportunities to engage in similar activities in
that country. The FCC recently revised this and other policies to accommodate the 1997 WTO Agreement on
basic services, a compact that addresses market access, foreign investment, and procompetitive regulatory
principles in areas currently generating a vast majority of the world’s telecommunications revenue. Currently,
the FCC's rules permit U.S. carriers to provide switched service over international leased lines or facilities-
based private lines between the U.S. and WTO countries where the local telecommunications provider
generally charges U.S. carriers at or below an FCC-determined rate for tcrmmatmg the U.S. carriers’ traffic or
equivalent resale opportunities are available. :

The FCC has adopted imeasures intended to overhaul the system of international settlements by, among
other things, establishing lower ceilings (“Benchmarks™) for the rates that U.S. carriers will pay foreign
carriers for the termination of international services. The FCC's authority to establish such Benchmarks was
recently affirmed in federal court. Under the FCC's “Flexibility Policy,” the FCC will also permit alternative
arrangements with foreign carriers on a case by case basis. The FCC has recently proposed additional reforms
to the ISPY to eliminate or reduce unnecessary regulatory requirements governing arrangements between
U.S. and foreign carriers in competitive situations. The FCC recently streamlined Section 214 license and
related rcqmrcmcnts While these rule changes may provide carriers with more flexibility to respond more
rapidly to changes in the global telecommunications market, they will also likely mcrcasc the level of
competition in the international telecommunications markctplacc

Wireless Services. We own and maintain a variety of telecommunications infrastructures and we hold
various FCC and international licenses to transmit voice and data. We currently hold numerous FCC licenses
to provide land mobile, microwave and satclhtc commumcatxons services. See “— Licenses.”

FCC licensees authorized to provide mlcrowave, satellite earth station and land mobile service must
comply with under Title III of the 1934 Communications Act and a variety of detailed licensing, operational
and technical requirements specific to each service. Among other requirements, licensees secking to alter the
technical or operational oonﬁguratlons of their equipment or to continue operating beyond the expiration date
of the licenses must seek additional prior authority from the FCC. We recently became aware that some of our
earth station operations do not strictly comply with the licenses we hold. We expect to file applications to
modify our FCC licenses to ensure that they fully reflect our operations. FCC rules also contain various other
requirements such as restrictions on proposed transfers of control or assignments and required compliance with
relevant Federal Aviation Administration rules on wireless tower construction and operation. The FCC
generally retains the right to sanction a carrier or revoke its authorizations if a carrier violates-applicable laws
or regulations. ’

The FCC continues to refine its wireless rules for each service area to accommodate advances in
technology, developing markets and new service arrangements, to implement certain provisions of the
1996 Telecommunications Act, and to eliminate confusing, outdated, redundant or otherwise burdensome
regulation. Opportunities to obtain new common carrier wireless licenses are often limited by the FCC’s
auction process under which the FCC assigns wireless licenses to the highest bidder.

The 1934 Communications Act generally limits direct foreign ownership of wireless licenses to 20%, but
provides for indirect foreign ownership holdings above 25% upon FCC approval. In its order implementing the
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U.S. commitment under the WTO Agreement, the FCC established new rules that effectively relax the
foreign ownership limits for common carrier wireless licenses. Specifically, the new rules allow for up to 100%
indirect ownership of wireless licenses by foreign interests from countries that have participated in the
WTO Agreement upon FCC review and approval.

Access Charges. The cost of providing long distance and local exchange services will be affected by
changes in the “access charge” rates imposed by ILECs on long-distance carriers for origination and
termination of calls over local facilities. The term “access service” describes the use of local exchange
facilities for the origination and termination of interexchange communications. On May 8, 1997, the FCC
‘released an order intended to reform the FCC's system of interstate access charges to make that regime
compatible with the pro-competitive deregulatory framework of the 1996 Telecommunications Act. The
FCC’s .access reform order adopts various changes to federal policies governing interstate access service
pricing designed to move access charges, over time, to more economically efficient levels and ratc structures
Among other things, the FCC: : :

« modified rate structures for certain non-traffic sensitive access rate elements, moving some costs from a
per-minute-of-use basis to flat-rate recovery, including one new flat rate element,

¢ changed its structurc fOf interstate trahsport 'sérviccs and

afﬁrmcd interstate access chargcs do not apply to ISPs.

In response to clalms that existing access chargc levels are cxccsswc the FCC stated that it would rely on
market forces first to drive prices for interstate access to competitive but that a “prescriptive” approach might
be considered if necessary. In the absence of competition, the FCC stated that it might specify the nature and
timing of changes to existing access rate levels. The FCC has indicated that it will promulgate additional rules
sometime in 1999 that may grant increased pricing flexibility to price cap LECs upon demonstrations of
increased competition (or potential competition) in relevant markets. Price cap LECs include the RBOCs,
GTE and certain independents that must to establish rates only at or below a designated price ceiling. The
Eighth Circuit has afﬁrmcd thc FCC’s access reform order. -

Universal Service Chatges In 1997, the FCC released an order cstabllshmg a significantly expanded
federal universal service subsidy regime. Specifically, the FCC established new universal service funds to
support telecommunications.and information services provided to qualifying schools, libraries and rural health
care providers, and expanded the federal subsidies for local telephone “services provided to low-income
consumers. The FCC collects money to fund this expanded regime from interstate carriers and certain other
entities. Our payments for the schools and libraries and rural health care fund depend on estimated quarterly
intrastate, interstate and international gross end-user telecommunications revenues. Contribution factors vary
quarterly and the FCC bills carriers on a monthly basis. Contribution factors for 1999 ranged from 3.08 to
3.19% for the high cost and low income funds (interstate and international revenues); and 0.72 to 0.76% for
the schools, libraries, and rural health care funds (intrastate, interstate and international revenues). Because
the contribution factors do vary quarterly, we cannot currently accurately determine the annualized impact on
our annual performance. Several parties have appealed the FCC’s universal service order and those appcals
remain pending before the Fifth Circuit Court of Appeals. .

The FCC may also issue new regulations governing the treatment of calls to ISPs for the purposes of
universal service obligations. In a recent report to Congress, the FCC clarified that carriers must consider
revenues earned from the transmission services supplied to ISPs when calculating universal service obliga-
tions. The FCC plans to address in the future the contribution obligations, if any, of ISPs using their own
facilities and ISPs providing phone-to-phone IP telephony. We cannot predict the outcome of these
proceedings or their potential effect on our operations.

Internet Services. There are currently few U.S. laws or regulations which specifically regulate communi-
cations or commerce over the Internet. One area in which Congress did attempt to regulate information over
the Internet involved the dissemination of obscene or indecent materials. Certain provisions of the 1996
Telecommunications Act relating to indecent communication over the Internet, generally referred to as the
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Communications Decency Act, were found to be unconstitutional by the U.S. Supreme Court in 1997. In
October 1998, Congress enacted the Child Online Protection Act, which requires that on-line material that is
“harmful” to minors be restricted. This law is currently being challenged in federal district court. On
February 1, 1999, a U.S. District Court judge issued a preliminary injunction against enforcement of that Act.

It is possible that in the future laws and regulations could be adopted which address matters such as user
privacy, copyrights, pricing and the characteristics and quality of Intemet services, among other areas.
Internet-related legislation and regulatory policies are continuing to develop and we could be subject to
increased regulation in the future. Laws or regulations could be adopted in the future that may decrease the
growth and expansion of the Internet’s use, increase our cost of doing business, or otherwise adversely. affect
our business. : ' : ’

In addition, in 1998 Congress passed the Digital Millennium Copyright Act. That act provides ISPs that
comply with its requifements numerous protections from certain types of copyright liability. To the extent that
we have not met those requirements, third parties could seek recovery from us for copyright infringements
caused by our Internet customers.

The law relating to the liability of ISPs for information carried on or disseminated through their networks
is currently unsettled. It is possible that claims could be made against ISPs for defamation, negligence,
copyright or trademark infringement, or on other theories based on the nature and content of the materials
disseminated through their networks. We could be required to implement measures t6 reduce our exposure to
potential liability, which may require, for instance, the expenditure of resources or the discontinuance or

- modification of certain product or service offerings. Costs that may be incurred as a result of contesting any
claims relating to our services or thé consequent imposition of liability could have a material adverse effect on
our financial condition, results of operations and cash flow. ' )

The Eighth Circuit recently found that the FCC has a reasonable basis for not requiring ISPs to pay
access charges. In June 1997, every RBOC advised CLECs that they did not consider calls in the same local
calling area from RBOC served customers to CLEC served ISPs, to be local calls under the interconnection
agreements between the RBOCs and the CLECs. The RBOC:s also claimed that the FCC exempted these
calls from access charges, and therefore that CLECs could not recover compensation for transporting and
terminating such calls. As a result, the RBOCs threatened to withhold, and in many cases did withhold,
reciprocal compensation for the transport and termination of such calls. To date, numerous state commissions ~
have ruled on this issue in the context of state ‘commission arbitration proceedings or -enforcement
proceedings. In every state, to date, the state commission has determined that RBOCs must pay reciprocal
compensation for such calls. Various RBOCs have appealed these cases. We cannot predict the outcome of
these appeals. :

On February 26, 1999, the FCC determined that calls made to ISPs are largely interstate in nature, and
requested comments regarding how this traffic should be regulated once existing interconnection agreements
expire. However, the FCC also determined that since federal law did not govern compensation for this traffic
when existing interconnection agreements were signed, the states could determine whether carriers should pay
reciprocal compensation for these calls under existing agreements. There is a risk that state commissions
which previously considered this issue and ordered the payment of reciprocal compensation could revisit this
issue on their own volition or at the request of an ILEC, and revise their prior decisions on this issue. To date,
at least one ILEC has filed suit seeking a refund from a carrier of reciprocal compensation the ILEC has paid
to that carrier.- 4

State Regulation

Most states require carriers to obtain a certification or other authorization before offering local exchange
and long distance intrastate services. These certifications generally require a showing that the carrier has
adequate financial, managerial and technical resources to offer the proposed services in a manner consistent
with the public interest. We hold long distance authorization in most, but not all, of the states in which
certificates are required. In addition most states impose tariff requirements on carriers and require that
common carriers charge just and reasonable rates and not discriminate among similarly situated customers.
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Some states also require the filing of periodic reports, the payment of various regulatory fees and surcharges,
and compliance with service standards and consumer protection rules. States also often require prior approvals
or notifications for certain transfers of assets (such as fiber optic cable or other telecommunications facilities),
customers, or ownership. States generally retain the right to sanction a carrier or to revoke certifications if a
carrier violates relevant laws and/or regulations. If any state regulatory agency concluded that we provide
intrastate service without the appropriate authority, that agency could initiate enforcement actions, potentially
including the imposition of fines, the disgorging of revenues, or the refusal to grant the regulatory authority
necessary for the future provision of intrastate telecommunications services. We hold authority to provide
interexchange and competitive local exchange services in certain service areas in Arkansas, Kansas, Louisiana,
Oklahoma and Texas, and have authority to provide interexchange service in at least 35 states.

In addition, carriers providing intrastate services must comply with state utility commission rules and
policies with respect to ILEC and CLEC competition, geographic build out, mandatory de-tariffing and other
matters. Certain states have adopted specific universal service funding obligations. Numerous other states
have also instituted proceedings to adopt state universal service funding obligations rules. State commissions
generally have authority to impose sanctions on carriers ranging from fines to license revocation to address
non-compliance with the states’ particular regulatory policies and requirements.

State regulatory agencies also regulate access charges and other pricing for telecommunications services
within each state. The RBOCs and other LECs have sought reductions in state regulatory requirements,
including greater pricing flexibility. If regulators allow variable pricing of access charges based on volume, we
could face a competitive disadvantage in competing against larger long distance carriers. We also could face
increased price competition from the RBOCs and other LECs for local and long distance services. In addition,
the removal of former restrictions on long distance service offerings by the RBOCs as a result of the
1996 Telecommunications Act could further increase competition. We cannot predict what impact of such
rule changes might have on our operations.

Local Government Authorizations

We also own telecommunications facilities that may be subject to certain local government requirements.
In particular, facilities-based companies must generally obtain street use and construction permits and licenses
and/or franchises to install and expand fiber optic networks using municipal rights of way. While regulation of
municipal rights of way generally remains a matter under local jurisdiction, some states have enacted or are
considering enacting measures that affect the ability of local governments to impose certain types of
restrictions on franchisees or to require certain types of concessions from carriers secking franchise -
agreements.

Termination of our existing franchise or license agreements before their expiration dates or failure to
renew those agreements and any resulting requirement to remove facilities could have a material adverse
effect on our financial condition, results of operations and cash flow. In some municipalities carriers must pay
license or franchise fees based on a percentage of gross revenues or on a per finear foot basis, as well as post
performance bonds or letters of credit. We cannot guarantee that we can retain existing franchises or that
franchise fees will remain at their current levels.

The Texas Public Service Commission generally requires us to provide 911 service along with our CLEC
offerings in Texas. As a condition to providing 911 service in the City of Dallas, the City of Dallas requires
that service providers obtain a municipal franchise, which, among other things:

- requires the franchise holder to pay a 4% gross revenue fee based on operations in the City of Dallas,
« permits use of certain conduit by the City of Dallas without charge, and

- provides a single fiber pair in the franchisee's system for the City of Dallas’ exclusive use.

To date, we have not obtained a franchise. On May 26, 1998, we, along with two other entities authorized

to provide CLEC service in Texas, Golden Harbor of Texas, Inc., and Westel, Inc., filed suit in the
U.S. District Court for the Northern District of Texas against the City of Dallas alleging that the franchise
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requirements imposed by the City of Dallas violates the 1996 Telecommunications Act, particularly with
respect to resellers of LEC services. The Texas court has consolidated our action with a similar action brought
by AT&T Communications of the Southwest, Inc. (“AT&TSW”). Although AT&TSW has obtained a
preliminary injunction against the City of Dallas’ imposition of certain conditions on its franchise, we cannot
guarantee that we will prevail in our pending lawsuit against the City of Dallas.

Foreign Regulation

International telecommunications providers are subject to varying degrees of regulation in each of the
jurisdictions in which they provide service. Local laws and regulations, and the interpretation of such laws and
regulations, differ significantly from country to country. To the extent that we provide, now or in the future,
services in non-U.S. countries, we must comply with the laws and regulations of foreign countries. The nature
and extent of telecommunications regulation varies significantly from country to country and may include
requirements that reflect closed or limited market access and/or requirements we may also face to obtain
initial licensing, operational and rate requirements in the relevant countries. For example, many countries,
including Mexico, have international settlements policies similar to the one imposed by the U:S. Such policies
and their enforcement vary between different countries. To the extent that we provide service between the
U.S. and other countries, various international settlement policies may apply.

Licenses

We have received authorization, by virtue of state certification, tariff, registration, or on a deregulated
basis, to provide resold long distance services in at least 35 states. In order to provide wireless mobile services,
we own various radio systems that provide two-way voice communications and have obtained approximately
35 FCC licenses with approximately 300 frequency pairs. These licenses have varying terms that expire and
will require renewal. As each license comes due for renewal, we will evaluate the need for such license and
elect to either renew the license or let it expire where, for example, we expect no further need to use a
particular license. These licenses allow us to provide two-way wireless radio services along the Texas and
Louisiana Gulf Coast and offshore to oil and gas-related companies. Each frequency pair allows two-way
transmission and reception. We hold approximately 20 microwave FCC licenses providing voice and data
services along the Texas and Louisiana Gulf Coast and offshore to drilling, production and related companies.
We also hold and operate seven Ku band and three C band fixed earth stations and hold FCC licenses that
allow us to locate very small aperture terminal, or VSAT, earth stations in Texas and other U.S. locations. We
expect to file applications to modify our FCC earth station licenses to ensure that they reflect our current
operations.

We also operate as an FCC certificated Section 214 carrier to provide resold switched telecommunica-
tions services. We have obtained broader common carrier authority from the FCC to provide global resale of
switched and private line services as well as global facilities-based service.

We currently provide international facilities-based private line service on a private carrier basis into
Bolivia, Bosnia, Croatia, Ecuador, Hungary and Russia. As part of our plans to increase service offerings, we
have obtained authority to provide dedicated services in Louisiana and CLEC and long distance services in
Arkansas, Kansas, Louisiana, Oklahoma and Texas. In addition, we have received approval to have pole
attachment rights to existing or future facilities of Entergy, BellSouth and the State of Louisiana. Pole
attachment rights allow us to attach our own fiber optic cable to other parties’ respective utility poles. In
addition, we own installed fiber optic cable placed under various public and private rights-of-ways.

Digital Wiretapping

The Communications Assistance to Law Enforcement Act (“CALEA”), enacted in 1994, requires
telecommunications carriers to make available certain telecommunications capabilities to U.S. law enforce-
ment officials to permit those authorities to continue to intercept communications involving advanced
technologies such as digital and wireless transmission communications. CALEA imposes certain obligations
on carriers to ensure that their equipment, facilities and services will meet capability and capacity
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requirements in order to provide law enforcement agencies the ability to intercept wireline and wireless
communications transmitted over those carrier’s networks. Courts may impose fines of up to $10,000 per day
on telecommunications carriers that fail to meet the required capability functions, as determined by industry
standards. Under procedures specified in CALEA, the U.S. Department of Justice (“DOJ”) recently filed a
petition at the FCC challenging the technical capability standard developed by the telecommunications
industry. Because of the disputed standard, several carriers sought an FCC extension of the October 25, 1998
capability compliance deadline. The FCC recently extended the compliance date for the CALEA capability
requirements to June 30, 2000 to permit manufacturers sufficient time to develop CALEA compliant
equipment. In the meantime, we expect the FCC to issue shortly an order identifying the capabilities carriers,
such as us, will have to provide to law enforcement officials in order to meet CALEA’s requirements.
Telecommunications carriers must also meet CALEA capacity requirement mandating that by March 12,
2001, carriers enable a specific number of simultaneous interceptions determined on a geographic basis. We
cannot predict the nature and extent of the impact the CALEA requirements will have on us or on
telecommunications carriers in general.

ITEM 2. Properties

We own or lease buildings that contain approximately 180,000 square feet of floor space. Our primary
headquarters are located in Dallas, Texas. We entered into a lease agreement effective March 1999 for our
new corporate headquarters and expect to occupy an additional approximately 30,000 square feet at the new
headquarters by the year 2000. We own an office building in Friendswood, Texas and an office building in
Lafayette, Louisiana, and we lease the remainder of our office space.

~ All of the fiber optic cable, fiber optic telecommunications equipment and other properties and
equipment used in the networks, are owned or leased by us. We have entered into various franchise, rights of
way and lease agreements for network regeneration sites. These properties and agreements do not lend
themselves to description by character and location of principal units and are not considered meaningful for
this disclosure. Our principal facilities include:

Approximate )
Location Square Fect Description
Dallas, TeXas ... cccvveenaanns 80,000  Corporate headquarters.for administration, finance and

carrier sales functions, sales, switching and.customer
support personnel

Houston, Texas ............... 24,000 Division headquarters for administration, finance and sales
functions
Friendswood, Texas...........: 24,000 Engineering, network operations center, administration,

production and warehouse

Phoenix, Arizona.............. 10,300  Switching facility and sales functions

We consider our current facilities adequate for our current needs and believe that suitable additional
space will be available, as needed, to accommodate further physical expansion of corporate operations and for
additional sales and service. -~

ITEM 3. Legal Proceedings

We are a party to ordinary litigation incidental to our business from time to time. Currently, we are not a
party to any litigation that we expect would have a material adverse effect on our results of operations,
financial condition or cash flow.

ITEM 4. Submission of Matters to a Vote of Security Holders

None.
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PART 11

ITEM 5. Market for Registrant’s Common Equity and Related Stockholder Matters.
Stock Prices

Our Common Stock, par value $.01 per share, has traded on the Nasdaq National Market under the
symbol “CPRK?” since August 27, 1998, the day after the business combination of our predecessor companies
was completed. The following table sets forth, for the periods indicated, the range of high and low sales prices
for our common stock as reported on the Nasdaq National Market.

Price Range of
Common Stock

High Low.
1998: ,
Third Quarter (beginning on August 27, 1998) ......... ... c.aiiaae. $10.00 $6.38
Fourth QUarter. ... ....ououuieeeneioiiiuiiaiiiiaa ittt $ 875 $4.75
1999:
First Quarter (through March 18, 1999) ............coiiiiiiiiiiiine, $19.00 $7.25

On March 18, 1999, the last reported closing sales price of the common stock was $16.875 per share. As
of March 18, 1999, there were approximately 60 shareholders of record of our Common Stock.

Dividend Policy

Since our company became a public company, we have not paid cash dividends on our Common Stock.
We currently anticipate that all of our earnings will be retained for development of our business and do not
anticipate paying any cash dividends in the foreseeable future.

Any future determination as to the payment of dividends will be made in the discretion of our Board of
Directors and will depend upon our operating results, financial condition, capital requirements, general
business conditions and such other factors as the Board-of Directors deems relevant.

Information pertaining to working capital restrictions and other limitations upon the payment of
dividends is incorporated herein from Item 7 — Management’s Discussion and Analysis of Financial
Condition and Results of Operations — Liquidity and Capital Resources.

Recent Sales of Unregistered Securities

None.
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ITEM 6. Selected Consolidated Financial Data

The following table sets forth our summary financial data as of and for the years ended December 31, 1994, 1995,
1996, 1997 and 1998. The business combination among our predecessor companies was completed on August 26, 1998 and
was accounted for as a pooling of interests. Accordingly, the Consolidated Financial Statements include our three
predecessor companies (i.c., CapRock Telecommunications, CapRock Fiber and IWL Communications) as though these
cntities were always a part of CapRock.

In May 1998, IWL Communications changed its fiscal year end to coincide with the fiscal years of CapRock,
CapRock Telecommunications and CapRock Fiber. The Consolidated Statement of Operations for the year ended
December 31, 1996 combines the operating activity of IWL Communications for the year ended June 30, 1996 with the
operating activity of CapRock Telecommunications and CapRock Fiber for the year ended December 31, 1996. The net
income of IWL Communications in the amount of approximately $260,000 for the six month period ended December 31,
1996 was excluded from the Consolidated Statement of Operations for the year ended December 31, 1996 as a result of
the non-conforming year ends for sich period. This amount was included as an adjustment to retained eamnings in the
- Consolidated Statement of Stockholders’ Equity and Comprehensive Income in 1997. IWL Communications’ cash flow
for this period was added to the 1997 beginning balance in the Consolidated Statement of Cash Flows.

As of and for the Year Ended December 31,
1994 1995 1996 1997 1998
(in thousands, except per share data)

Statement of Operations Data:

Revenues .. oooivnneenannnn, S R $21,159 $29,407  $50,970 $75,349 $121,774
Cost of services and product resales .. oviiiie i iinineaaniaaaaen 15,295 21,185 39,357 52,471 83,221
Gross Profil . coonn e iieieareeiiesneasenseeaeanencananns 5,864 8,222 11,613 22,878 38,553
Operating expenses:
Selling, general and administrative ... ... 5,565 - 7,326 8,983 14,074 23,528
Merger related expenses .. ...t i e — — — — 2,313
Depreciation and amortization .. .....eieriianiaiiirariotiitaaanns 631 1,186 1,536 3,346 4,887
Total Operating CXPERSES ... vuirueieeveeeeiinnnenaaoanaocens 6,196 8,512 10,519 17,420 30,728
Operating income (losS) . .vvvviiiiniirnnninieniieeaenecenanannnns (332) (290) 1,094 5,458 1,825
Interest EXPenSe, Met. . iuuun it i iiiianrreasraneneaneestasocescananans (224) (484) (585) (1,603) (6,441)
Oher I000ME oo vt teiietnreenaeatneasseaaaracoanasnonasanannnen e 256 151 42 220 106
Income (loss) before income taxes and extraordinary item .............. (300) (623) 551 4,075 1,490
I COMC 1AXES + v ve e e vaeeaeanecneaaneasasancaeacacasasannsensannns 77 48 227 1,513 1,267
Income (loss) before extraordinary item ..o 377) (671) 324 2,562 223
Extraordinary item — extinguishment of debt... .. ... iiiilts — 645 — — —
Net income (J0SS) . vvvrvrnrnnecnneancacaccaecasranensarnns $ 3717) $ (26) $ 324 $2562. $ 223.
Pro forma nct income (loss):
Income (loss) before income taxes aad extraordinary item ............ $ (300) §$ (623) §$ ssi $4075 $ 1,490
Pro forma income taxes, as if CapRock Fiber were a C corporation .. ... (131) 211 143 1,475 1,267
Income (loss) before extraordinary item ... ...veueeeeenunecninannns (169) (412) 408 2,600 223
Extraordinary item, nct of taxes ... .. ittt — 397 — C— —
Pro forma net income (J0SS) <. v vuennvnrenereneneneananenanenn $ (169) & (15) $ 408 $2600 $ 223
Historical and pro forma income (loss) per common share:
Income (loss) before extraordinary item .. ......cvviiiiriiinnnnnns $ (001) $(002) $ 00t $ 009 $ 0.1
Extraordinary item, net of tax. . ovviiiiiiiiieiiiiiiiieiaaaaa — 002 — — —
Basicand diluted .......uiiiiiii i ittt aaaas $(001) $§ — $ 001 $ 009 § 0.1
Weighted average shares outstanding: ' .
Basic.............. 25,715 25926 217,146 271,984 28,899
Diluted 25,715 25,936 27,156 28,481 30,028
Operating Data: '
EBITDA(l) ettt iiaeiceaiitaiaaraeianeenscnsassesnnnnns $2630 $ 8804 § 15025
Cash flows provided by (used in) opecrations .. 781 4,112 7,125
Cash flows used in investing activities .....cocvvviinniiiieaanas v o (9,350)  (12,987) (134,350)
Cash flows provided by financing activities . ....... ... oiiiiiiiiai.s 3 " 8,605 12,113 123,989
Capital expenditures .. .vuueeneiiiieiieiaaiaeaaecaaterracaorenaanans (10,212)  (13,630) (36,855)
Balaace Sheet Data: : '
Working capital (deficit) .............. P, e eerteeccacacaaaaanan $ (441) $ (97) $(2,153) $ (305) $102,489
Property, plant and equipment, REt ... ... iiiiiiiaiaiiiaans caee 2,935 6,705 15,90t 27,341 59,607
Total aSSetS .« .ottt i it 9,596 13,198 28,522 49,389 191,966
Long-term debt and capital lease obligations 1,221 2,443 13,254 21,062 145,187
Stockholders” equity .. ..vvii ittt it 2,829 3,552 3,886 14,086 16,062

(1) EBITDA consists of carnings before interest, income taxes, depreciation and amortization and merger related expenses. EBITDA is
a measure commonly used in the communications industry to analyze companics on the basis of operating performance. EBITDA is
not a measure of financial performance under generally accepted accounting principles and should not be considered as an alternative
10 nct income as a measure of performance nor as an alterative to cash flow as a measure of liquidity.
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ITEM 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis should be read in conjunction with the Consolidated Financial
Statements and Notes thereto included in this Form 10-K. See “ltem 8 — Financial Statements.” This
information is not necessarily indicative of future operating results. Except for the historical information
contained below, the matters discussed in this section are forward-looking statements that involve a number of
risks and uncertainties. Our actual liquidity needs. capital resources and operating results may differ
materially from the discussion shown below in these forward-looking statements.

Overview

We own and operate a scalable long-haul fiber network which upon completion is expected to cover
approximately 5,500 route miles throughout the Southwest region, which includes Texas, Louisiana, Arkansas,
Oklahoma and New Mexico. This fiber network supports the voice, data, bandwidth and dark fiber services we
provide to our carrier and retail customers.

In August 1998, we announced that we had completed a business combination transaction in which our
predecessor companies combined to form our company as it exists today. The combination was accounted for
as a pooling of interests. Accordingly, our consolidated results include our three predecessor companies (i.c.,
CapRock Telecommunications, CapRock Fiber and IWL Communications) as though these entities had
always been a part of CapRock.

We intend to be the premier provider of carriers’ carrier services and the leading facilities-based
integrated communications provider in the Southwest region. To measure our progress, we classify our
revenues in three categories: carriers’ carrier, integrated services and systems services. Qur- carriers’ carrier
revenues include domestic and international long distance, bandwidth and dark fiber services sold to
telecommunications carriers and other wholesale customers. Currently, we have over 100 carrier customers,
including AT&T, MCI WorldCom, Sprint Corporation and Qwest Communications, as well as many regional
independent companies such as Century Telephone Enterprises, Inc. and Lufkin Conroe Telephone. Our
integrated services revenues reflect our local, long distance, Internet, data and private line products provided to
over 5,000 small and medium-sized businesses on a single bundled bill. Lastly, our systems services revenues
represent the voice and data systems and services we provide primarily to the oil and gas industry offshore in
and along the Gulf of Mexico.

Our proximity to Mexico allows us to directly connect to the fiber networks of multiple Mexican v
telecommunications carriers. Subject to compliance with certain regulatory requirements, we are capable of -

providing dark fiber to these carriers at several border crossings enabling them to close open fiber rings in
Mexico by using CapRock fiber on the U.S. side of the border. Additionally, our direct connect agreements
with foreign carriers position us to capture increased levels of growing international traffic.

In addition, we recently announced our joint build agreement with Enron Communications, Inc. to jointly
build approximately 1,050 miles of fiber network in Texas. Through this joint build arrangement, we will
connect Amarillo, Lubbock, Dallas, Fort Worth, Waco, Bryan, Austin, San Marcos, San Antonio and
Houston, Texas. The build plan includes four conduits to be placed throughout the approximately 1,050 miles,
with one and one-quarter conduits to be owned and funded directly by us, one and one-quarter to beé owned
and funded by Enron Communications and one and one-half to be owned and funded by a limited partnership
formed by us and Enron Communications. Our agreements with Enron Communications provide that the
partnership will install 192 fibers in the first conduit and will sell 96 of the 192 fibers to be installed. Of the
remaining 96 fibers, we will own 48 fibers and Enron Communications will own 48 fibers. The joint build
arrangement provides several benefits, including reduction of construction costs, accelerated acquisition of
right of way and franchise agreements, the majority of which are essentially in place, and the freeing up of
resources to potentially accelerate the build of the remaining portion of the network.
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Results of Operations

CapRock recognizes revenue from the following sources: carriers’ carrier, integrated services, system
services and product resales.

Carriers’ Carrier. Carriers’ carrier revenue includes all carrier revenues generated from the sale of
domestic and international switched services, from the sale of T-1 and DS-3 broadband capacity and from the
sale and lease of dark fiber. The revenue generated from the international switched services represent minutes
of long distance traffic terminating in foreign countries, but generated by domestic U.S.-based long distance
carriers. Such revenues are recognized when the services are provided. The cost of revenues associated with
these services is based primarily on the direct costs associated with owned and leased transmission capacity
and the cost of transmitting and terminating traffic on other carriers’ facilities. Commissions paid to sales

representatives or agents to acquire customer call traffic are expensed in the period when associated call

revenues are recognized.

We account for long-term construction contracts relating to the development of telecommunications
networks for customers using the percentage-of-completion method, which would include the sale of fiber
through indefeasible right to use contracts, or IRUs, and the related construction services associated with
building the fiber network specified in the IRUs. Our revenues from IRUs will be generated from the amount
of fiber we build on our network in excess of that which we intend to retain for our own use. As a result, we
expect that revenues from IRUs will diminish over time as our supply of excess fiber is sold. Progress under
the percentage-of-completion method is measured based upon costs incurred to date compared with total
estimated construction costs. Customers are billed based upon contractual milestones.

Integrated Services. Integrated communications services revenue includes all revenues generated from
the sale of telecommunications products to business and residential customers. These products include local,
long distance, Internet, data and private line services.

Systems Services. Systems services revenue includes revenues generated from the design, installation,
leasing and sale of voice and data systems and products, primarily to companies in the oil and gas industry.

Product Resales. In 1997, CapRock provided services to a subsidiary of Shell, which included the resale
of a significant amount of Alcatel products. The Shell project was substantially completed in May 1997 and,
therefore, is not expected to contribute in a material manner to CapRock’s total sales in future years.

The following table represents the various sources of revenue:

Year Ended December 31,
1996 - 1997 1998
(dollars in thousaads)

Revenues:
CAITIErS’ CATTICT v e v vt v eeeaacnoesannanssanans $22,405 $41,805 § 72,165
Integrated SEIVICES . ..vvenvencrnrannnnncenssass 1,980 8,640 17,978
SyStems SEIVICES v ovvevrneaecnravaanaacacsaes 16,031 21,959 31,631
Total SErVICE TEVENUE . ..o vivaccuanaanacns 40,416 72,404 121,774
Product resales .......eeveeneeceonasanaanansan 10,554 2,945 —
Total TEVENUES .« o v vvveeecaacanananseann $50,970 $75,349 $121,774
Gross margin percent: '
Gross margin — Service TeVenue ........oeveeeeces 27% 31% 32%
Gross margin — product resales ........ PP 8% 20% — %
Gross margin — 0tal . . ....oeereeiaaeaeaaanens 23% 30%  32%

he

A U

S eI e sttp Segn g

Ry




The following table sets forth for the periods indicated CapRock’s statement of operations as a percentage
of its operating revenues:

For the Year ended

December 31,
96 17 %

REVENMUES .« ittt it i e e e 100% 100% 100%
Cost Of SEIVICES « v v ittt ittt itiiaianintaneaianaanaan 8% 671T% 68 %
Cost of product resales..............coiiiiiiiiiiiai., 9% _3% —%
Gross Profit o vvuiienieiniinieeeeeeaenannaaacatanaceans 2% 30% 32%
Operating expenses: _

Selling, general and administrative .................. .. 18% 19 % 19 %

Merger related expenses. ... ..., =% — % 2 %

Depreciation and amortization ................. e 3% _4% _4%
Total operating eXpenses ........ceeevneenennancrceenneas 2% 23% 25%
Operating inComME . ... iuiurt it iiiinaeeaarananaaeacnana 2% 7% 6 %
Interest eXpense .. ..uiiiit ittt it i e (% @)% (B)%
Interestincome .......ocuieiniininnnennnnnnn ereraaas —% —% 2%
Other I0COME .ottt ittt ittt titeeeaeaaneenaaneannans _: % _— % i %
Income before income taxes ..................... feeeesan 1% S % 1 %
INCOME taX EXPEMSE .« vttt ueeeieteeniinenneaananens —% _2% _1%
NetinCome ... uuu ittt iiiiieirineranainnannans % _3% —%

Year Ended 1997 Compared to 1998

Revenues. Total revenues increased $46.5 million, or 62%, from $75.3 million in 1997 to $121.8 million
in 1998. The 62% increase was attributable to increases of 73% in carriers’ carrier, 108% in integrated services
and 44% in systems services revenue.

Carriers’ carrier revenue increased $30.4 million from $41.8 million in 1997 to $72.2 million in 1998. The
73% increase resulted primarily from the rapid growth in domestic and international switched services sold to
other carriers and as a result of $9.5 million in IRUs in 1998; no such revenue from IRUs was recorded before
1998.

Integrated services revenue increased $9.3 million from $8.6 million in 1997 to $18.0 million in 1998. The
108% increase was attributable to growth in the number of business customers both from increased penetration
in our existing markets and from the deployment of our network into new markets.

Systems services revenue increased $9.7 million from $22.0 million in 1997 to $31.6 million in 1998. The

44% increase was attributable to growth associated with the leasing and sale of voice and data.systems - - _

products and projects involving the engineering and integration of telecommunications systems and sales,
service and maintenance of telecommunications equipment.

Product resale revenue was $2.9 million in 1997 as compared to no product résales in 1998. The product
resales to a single customer were substantially complete in May 1997 and such revenues are not expected to
contribute in a material manner in future years.

Costs of Services and Product Resales. Cost of services increased $30.7 million, ot 59%, from
$52.5 million in 1997 to $83.2 million in 1998. The growth in cost of services was primarily attributable to the
continued growth in all three revenue categories. The 2 percentage point increase in gross margin from 30% to
32% resulted primarily from favorable pricing attributable to the higher traffic and new vendors and the sale of
dark fiber. The increase in the gross margin in 1998 was partially offset by lower margins attributable to
Mexico and other international traffic, which carry a lower gross margin percentage. Gross margins may vary
in future periods as a result of these and other factors.
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Selling, General and Administrative Expenses. Selling, general and administrative expenses (“SG&A™)
includes salaries, benefits, occupancy costs, commissions, sales and marketing expenses and administrative
expenses. SG&A increased $9.4 million, or 67%, from $14.1 million in 1997 to $23.5 million in 1998. The
increase resulted primarily from the additional personnel required to support CapRock’s growth, advertising to
increase name recognition and brand awareness, and additional sales commission payments.

CapRock recorded merger related expenses of $2.3 million in 1998, as compared to no such costs in 1997.
The merger related costs relate to the business combination of CapRock Telecommunications, CapRock Fiber
and IWL Communications, our predecessor companies. This combination was consummated on August 26,
1998. The merger related expenses consist of fees for investment bankers, attorneys, accountants, financial
printing and other related charges.

Depreciation and amortization expense increased $1.5 million, or 46%, from $3.3 million in 1997 to
$4.9 million in 1998. This increase resulted primarily from purchases of additional equipment and other fixed

assets to accommodate CapRock’s growth. CapRock expects that depreciation and amortization expense will

continue to increase in subsequent periods as CapRock continues to expand its facilities.

Interest Expense. Interest expense increased $7.8 million from $1.7 million in 1997 to $9.5 million in
1998. The increase resulted from interest expense related to its senior notes. See “— Liquidity and Capital
Resources.”

Interest Income. Interest income increased $2.9 million from $133,000 in 1997 to $3.0 million in 1998.
The increase was attributable to the interest and investment accretion associated with the marketable
securities purchased with the proceeds from the senior notes. See “ — Liquidity and Capital Resources.”

Income Taxes. Income tax expense of $1.5 million in 1997 was comparable to the income tax expense of
$1.3 million in 1998. The effective tax rate was 37% in 1997 as compared to 85% in 1998. The increase in the
effective tax rate was primarily attributable to certain non-deductible merger related expenses in the amount
of approximately $1.8 million.

Net Income. Net income decreased $2.3 million, or 91%, from $2.6 million in 1997 to $223,000 in 1998
as a result of the factors discussed above.

Year Ended 1996 Compared to 1997

Revenues. Total revenues increased $24.3 million from $51.0 million in 1996 to $75.3 million in 1997.
The 48% increase was due to increases in revenues from both domestic and international switched services and
to growth in switched services provided to small and medium-sized businesses and to consumers as a result of
the continued expansion of CapRock’s direct and agent sales. The 48% increase was attributable to increases
of 87% in carriers’ carrier, 336% in integrated services and 37% in systems services revenue. Product resale
revenue was $10.6 million in 1996, as compared to $2.9 million in 1997. The product resales were substantially
complete in May 1997 and these revenues are not expected to contribute in a material manner in future years
after 1997.

Carriers’ carrier revenue increased $19.4 million from $22.4 million in 1996 to $41.8 million in 1997. The
87% increase resulted primarily from the rapid growth in domestic and international switched services sold to
the other carriers.

Integrated services revenue increased $6.7 million from $2.0 million in 1996 t6'$8.6 million in 1997. The
336% increase was attributable to growth in the number of business customers.

Systems services revenue increased $6.0 million from $16.0 million in 1996 to $22.0 million in 1997. The
37% increase was attributable to growth associated with the leasing and sale of voice and data systems
products and projects involving the engineering and integration of telecommunications systems and sales,
services and maintenance of telecommunication equipment.

Costs of Services and Product Resales. Cost of services increased $13.1 million from $39.4 million in
1996 to $52.5 million in 1997. The growth in cost of services was primarily attributable to the continued
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growth in all three revenue categories. The 7 percentage poiat increase in gross margin from 23% to 30%
resulted primarily from favorable pricing attributable to the higher traffic and new vendors, as well as a more
favorable mix of international and domestic traffic. Additionally, the total margin increase was partially
attributable to the completion of the product resales to a single customer in 1997. Gross margins may vary in
the future periods as a result of these factors.

Selling, General and Administrative Expenses. SG&A includes the cost of salaries, benefits, occupancy
costs, commissions, sales and marketing expenses and administrative expenses. SG&A increased $5.1 million
from $9.0 million in 1996 to $14.1 million in 1997. The increase resulted from additional personnel needed to
support CapRock’s growth, additional sales commission payments and from increases in travel and advertising
expenses.

Depreciation and amortization expense increased $1.8 million from $1.5 million in 1996 to $3.3 million in
1997. This increase resulted primarily from purchases of additional equipment and other fixed assets to
accommodate CapRock’s growth. CapRock expects that depreciation and amortization expense will continue
to increase in subsequent periods as CapRock continues to expand its facilities.

Interest Expense. Interest expense was approximately $631,000 in 1996,‘as compared to $1.7 million in
1997. .

Incéme Taxes. Income tax expense increased $1.3 million from $227,000 in 1996 to $1.5 million in
1997. This increase was attributable to the improved profitability of CapRock.

Net Income. Net income increased $2.2 million from $324,000 in 1996 to approximately $2.6 million in
1997 as a result of the factors discussed above.

Liquidity and Capital Resources

CapRock’s total assets increased $142.6 million, or 289%, from $49.4 million at December 31, 1997 to
$192.0 million at December 31, 1998. The increase was attributable to internal growth, build out of the fiber
optic network and the receipt of the proceeds from the senior notes issued J uly 1998. CapRock had cash and
cash equivalents of $3.5 million at December 31, 1997, as compared with $294,000 at December 31, 1998 and
marketable securities of $97.0 million at December 31, 1998 as compared to no marketable securities at
December 31, 1997. CapRock had a working capital deficit of $305,000 at December 31, 1997 as compared to
working capital of $102.5 million at December 31, 1998. The increase in the working capital was attributable
to the issuance of the senior notes and the repayment of CapRock’s existing notes, which were repaid using a
portion of the proceeds from the senior notes.

CapRock’s cash flow from operations in 1997 and 1998 was $4.1 million and $7.1 million, respectively.
The increase of $3.0 million, or 73%, was primarily attributable to overall growth. Additionally, accounts
payable and accrued expenses increased $15.0 million from $11.9 million at December 31, 1997 to
$26.9 million at December 31, 1998. The increase was primarily attributable to increased expenditures and
amounts due to vendors relating to the fiber optic network build out.

Cash used in investing activities in 1997 and 1998 was $13.0 million and $134.3 million, respectively. The
increase of $121.4 million, or 935%, primarily relates to the net inivestment in marketable securities of
$97.0 million from the proceeds of the senior notes, the purchase of telecommunications equipment and costs
incurred with the build out of the fiber optic network.

In January 1998, CapRock completed the acquisition of Integrated Communications and Engineering,
Ltd., a communications systems integrator and maintenance provider in Aberdeen, Scotland. CapRock paid a
total purchase price of approximately $2.2 million comprised of approximately $610,000 in cash and
207,266 shares of CapRock’s Common Stock. '

In July 1998, CapRock issued $150.0 million aggregate principal amount of its senior notes. Interest on
the senior notes is payable semi-annually in arrears on January 15 and July 15 of each year, commencing
January 15, 1999, at the rate of 12% per year. A portion of the net proceeds from the offering of the senior
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notes was used to repay all existing debt obligations of CapRock Telecommunications, CapRock Fiber and
IWL Communications, our predecessor companies. The proceeds used for the debt payoffs totaled $26.8 mil-
lion. The remaining proceeds, net of transaction costs, have been, or will be, used to fund additional capital
expenditures for the construction of CapRock’s fiber optic network, switching equipment and other capital
expenditures to expand its sales offices, for potential acquisitions and for general working capital purposes. The
funds are invested in high-grade liquid securities classified as available for sale. The indenture governing the
issuance of the senior notes contains certain restrictive operating and financial covenants, including restrictive
covenants relating to borrowing additional money, paying dividends or making other distributions to our
shareholders, limiting the ability of subsidiaries to make payments to us, making certain investments, creating
certain liens on our assets, selling certain assets and using the proceeds from those sales for certain purposes,
entering into transactions with affiliates, and engaging in certain mergers or consolidations. All of the
covenants are subject to a number of important qualifications and exceptions. These covenants may adversely
affect CapRock’s ability to finance its future operations or capital needs or to engage in other business
activities that may be in the bcst interests of CapRock.

CapRock expects to require significant financing for future capital expenditure and working capital
requirements. By the end of the year 2000, CapRock intends to build out its fiber optic metwork to
approximately 5,500 route miles throughout the Southwest region. CapRock intends to use advanced fiber |
capable of supporting dense wave division multiplexing with an OC-48 backbone scalable to OC-192, and
intends to install 96 fibers throughout most of its network and intends to retain on average 24 fiber strands.
CapRock is burying three to four conduits throughout its network. CapRock currently estimates that its
aggregate capital requirements will total approximately $250 million for 1999 and approximately $160 million
for 2000, including expenditures to be made under the joint build arrangement with Enron Communications.
CapRock expects to make substantial capital expenditures thereafter. Capital expenditures will be required to
(1) fund the construction and operation of the fiber optic network, including the portion to be constructed
through the joint build arrangement with Enron Communications; (2) fund the installation of voice and data
switches, and (3) open sales offices and add sales support and customer service personnel in markets
throughout Texas, Louisiana, Oklahoma, Arkansas and New Mexico. '

CapRock believes that its cash and marketable securities, cash flow from operations and sales of dark
fiber, together with either the expected net proceeds from the secondary equity offering or the bank credit
facility that it is currently negotiating, will be sufficient to fund its capital expenditures and working capital
requirements for at least the next 12 months. More specifically, with CapRock’s cash and marketable
securities, cash flow from operations, and the expected net proceeds from the secondary equity offering, the
planned completion of the network through the end of 1999 will be fully funded, and CapRock believes that
those sources of capital together with vendor financings, borrowings under the credit facility that it is currently
negotiating, and anticipated sales of dark fiber will be sufficient to fully fund completion of the network as
planned. However, no assurances can be made as to when or whether the secondary equity offering or the
credit facility will be completed. If CapRock is unable to complete either the equity offering or the credit
facility, or both, CapRock will seek alternate sources of financing and, if Caprock is unable to obtain them,
CapRock may have to curtail or delay the build out of its fiber network and its level of capital expenditures.
CapRock is currently cash flow positive, with EBITDA of $8.8 million in 1997 and EBITDA of $15.0 million
in 1998 (exclusive of merger related expenses). '

CapRock may require additional capital in the future for new business actjvities related to its current and .
planned businesses, or in the event it decides to make additional acquisitions or enter into joint venture and
strategic alliances. Sources of additional capital may include cash flow from operations, public or private
equity and debt financings, bank debt, vendor financings and indefeasible right to use contracts. In addition,
CapRock may enter into joint construction agreements with carriers, thereby reducing its capital expenditure
requirements. However, we cannot assure you that CapRock will be successful in producing sufficient cash
flow or raising sufficient debt or equity capital to meet its strategic business objectives or that such funds, if
available, will be available on a timely basis and on terms that are acceptable to CapRock. If CapRock is
unable to obtain such capital, the build out of portions of its expanded network may be significantly delayed,
curtailed or abandoned. In addition, CapRock may accelerate the rate of deployment of its network, which in
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turn may accelerate CapRock’s need for additional capital. CapRock’s actual capital requirements will also be
affected, possibly materially, by various factors, including the timing and actual cost of the deployment of
CapRock’s network, the timing and cost of expansion into new markets, the extent of competition and the
pricing of dark fiber and telecommunications services in its markets.

On March 22, 1999, CapRock announced that it had filed a Registration Statement on Form S-1 on
Friday March 19, 1999 pursuant to which it was proposing to offer 5 million shares of Common Stock and that
certain of its selling shareholders were proposing to offer another 1.5 million shares of Common Stock. The
offering is being managed by Merrill Lynch & Co. The Registration Statement for the proposed offering has
not yet been declared effective, and no assurances can be made that the offering will be completed. See
“Item 1 — Business — Secondary Equity Offering.”

Credit Facility

CapRock is currently negotiating with a bank to obtain a senior credit facility in the amount of
$100 million. The final terms and conditions of the credit facility will depend on negotiation of definitive
documentation for the credit facility, however the credit facility is expected to have a five-year term and is
expected to contain standard and customary restrictive covenants, including financial covenants. As our
network build out proceeds and our customer base expands, we will consider refinancing a portion of our
borrowings under the credit facility with long-term indebtedness.

New Accounting Pronouncements

On January 1, 1998, CapRock adopted Statement of Accounting Standard No. 130 (“SFAS No. 130”),
“Reporting Comprehensive Income.” SFAS No. 130 establishes standards for reporting and presentation of
comprehensive income and its components in a full set of financial statements. Comprehensive income
consists of net income and currency translation adjustments and is presented in the consolidated statements of
stockholders’ equity and comprehensive income. This Statement requires changes in disclosure only and it
does not affect results of operations or financial position. Prior year financial statements have been reclassified
to conform to the requirements of SFAS No. 130.

In June 1997, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 131, “Disclosures
about Segments of an Enterprise and Related Information,” which CapRock adopted in 1998. CapRock
identified operating segments based upon how management allocated resources and assesses performance.
SFAS No. 131 requires changes in disclosure only and does not affect results of operations or financial
position. Prior year comparative information has been restated to conform to the requirements of SFAS
No. 131.

In June 1998, the FASB issued SFAS No. 133, “Accounting for Derivative Instruments and Hedging
Activity” (“SFAS 133") which requires that all derivatives be recognized in the statement of financial
position as either assets or liabilities and measured at fair value. In addition, all hedging relationships must be
designated, reassessed and documented pursuant to the provisions of SFAS No. 133. SFAS 133 is effective for
fiscal years beginning after June 15, 1999. The adoption of SFAS 133 will not have an impact on CapRock’s
results of operations, financial position or cash flow.

Contingencies

CapRock is party to ordinary litigation incidental to its business. No currently pending litigation is
cxpected to have a material adverse effect on our results of operations, financial condition or cash flow.
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Year 2000

The year 2000 problem is the inability of a meaningful portion of the world’s computers, software
applications and embedded semiconductor chips to cope with the change of the year from 1999 to 2000. This
issue can be traced to the infancy of computing, when computer data and programs were designed to save disk
space by truncating the date field to just six digits (two for the day, two for the month and two for the year).
Therefore, information applications automatically assumed that the two-digit year field represented a year
within the 1900's. As a result of this, systems could fail to operate or fail to produce correct results when dates
roll over to the year 2000.

State of Readiness

The year 2000 problem affects computers, software, and other equipment used, operated, or maintained
by CapRock for itself and its customers. CapRock has substantially completed the process of assessing the. .
potential impact of, and the costs of remediating, the year 2000 problem for its internal systems, facilities
systems and equipment.

CapRock’s business depends upon the operation of computer systems. CapRock has established a year
2000 committec made up of leaders from the operational areas of CapRock to assess CapRock’s year 2000 .
problem. The committee has the involvement of senior management and the Board of Directors and its
objectives are a top priority. CapRock has undertaken various initiatives intended to provide computer
equipment and software that will function properly with respect to dates in the year 2000 and thereafter.
Computer equipment and software include systems that are commonly thought of as Information Technology,
or IT, systems, including accounting, data processing, telephone/PBX systems, scanning equipment and other
miscellaneous systems, as well as systems that are not commonly thought of as IT systems, such as alarm
systems, fax machines or other miscellaneous systems. Based upon its identification and assessment efforts to
date, CapRock believes that certain computer equipment and software it currently uses will require
replacement or modification. In addition, in the ordinary course of replacing computer equipment and
software, CapRock will obtain replacements that arc warranted to be year 2000 compliant. CapRock currently
estimates that the year 2000 identification, assessment, remediation and testing efforts will be substantially
complete by June 30, 1999 and that such efforts will be completed before any currently anticipated impact on
its computer equipment and software. CapRock has substantially completed the identification and assessment
process. CapRock estimates that it currently has completed approximately 70% of the initiatives that it
believes will be necessary to address potential year 2000 issues relating to its computer equipment and
software. The projects comprising the remaining 30% of the initiative are in process and are expected to be
completed on or about June 30, 1999.

Year 2000 Initiative ) Time Frame
Identification and assessment regarding IT system issues .........c.oooeeineanns Completed
Remediation and testing regarding critical system issues.........cooeeenvennens 6/98-3/99
Identification, assessment, remediation and testing regarding desktop and

individual system iSsues ..........ccceeenn. et iaeeaeeeeecea e 6/98-6/99
Identification and assessment regarding non-IT system issues .................. -8/98-4/99
Remediation and testing regarding non-IT systems ............ ...t e 11/98-6/99

CapRock has mailed questionnaires to its significant vendors, service providers and customers with whom
CapRock’s systems electronically interface to determine the extent to which such interfaces and system
processes are vulnerable to year 2000 issues and whether the products and services of such entities are year
2000 compliant. Substantially all of the parties have responded to the request and no significant matters were
noted from these responses. However, the information contained in a number of the responses was generic in
nature and did not specifically address the stage of their year 2000 initiatives. CapRock will continue seeking
alternate vendors in advance of December 31, 1999 in the event satisfactory responses are not received.
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CapRock has evaluated its systems and has identified the following systems and functions as mission
critical:

« switching systems,

* network operations and fiber,

* satellite/ microwave transmission equipment and satellite service providers,

« billing and call record collection systems, and

* supply chain (vendor provider of switched services).

Switching Systems:

Switching equipment is used to connect calls to their destination, while performing other advanced
features and recording call record information for future billing. The switch opens or closes circuits or selects
the paths or circuits to be used for the transmission of information. CapRock currently owns six switches,
three of which are physically located in Dallas, Texas (two are calling card platforms), two in Houston, Texas
and one in Phoenix, Arizona. CapRock also manages a switch in Jersey City, New Jersey. CapRock has
completed the assessment and certain test procedures relating to the switching equipment and has identified
certain non-compliant features, which can be remediated through software upgrades. The upgrades are
currently available by the respective manufacturer of the switches. All of the software upgrades are scheduled
to be installed by March 31, 1999.

By March 31, 1999, CapRock anticipates that the remainder of the testing procedures for the switching
equipment will be substantially complete for all switches which are currently operational. The switches which
have not been placed in service will be subject to integrated test procedures prior to being placed in service.
The test will incorporate the call collection processes and the interfaces with the billing system. The test will
involve simulating date changes with the switch, such that the call records will be processed, rated and
properly captured in the billing system as a billable transaction.

The test procedures will consist of the following:

* process flow analysis,

* documentation of overall integrated test strategy,

* documentation and test case plans at an individual component level,
+ committee agreement regarding the test plan,

* execution of the integrated test plan, and

« documentation regarding the results of test procedures.

Network Operations and Fiber:

CapRock currently owns and operates an 800-route mile fiber optic network, which was substantially
completed by December 31, 1998. Approximately 260 route miles were completed and placed in service in
January 1997. The network is currently being expanded to 5,500 route miles (which CapRock expects to be
completed by the end of the year 2000). The fiber optic network is designed to be scalable and will include
network-advanced fiber, which is capable of supporting dense wave division multiplexing with an OC-48
backbone scalable to OC-192. The fiber optic network will include electronic equipment, which regenerates
and transports the voice, data and other information. A detailed assessment of the network operations and fiber
equipment has been performed and no significant non-compliant issues have been identified.

Satellite/Microwave Transmission Equipment and Satellite Service Providers:

CapRock utilizes satellite service providers to provide communications services to certain customers in
remote locations. CapRock has sent correspondence to each of the three vendors supplying the satellite
services. Each of the satellite service providers has responded. None of them noted any significant non-
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compliant issues. CapRock is continuing to pursue additional information and test data from these providers
and will seek new providers, if necessary.

Billing and Call Record Collection Systems:

CapRock handles its provisioning, customer care, billing and traffic reporting functions on a proprietary
software platform developed by RiverRock Systems, Ltd., a Texas limited partnership in which CapRock has
a 49% ownership interest. These operations support systems, or OSS systems, and other back office systems
are used to enter, schedule and track a customer’s order from the point of sale to the installation and testing of
service. The systems also include or interface with trouble management, inventory, billing, collection and
customer service systems. The test procedures relating to the billing system and call record collection
processes will be performed in conjunction with the switching equipment test procedures and are anticipated
to be substantially complete by March 31, 1999.

CapRock believes that substantially all of the hardware, database platform and operating systcms -
impacting the billing system function will not be materially affected by Year 2000 issues.

Supply Chain (Vendor Provider of Switch Services):

CapRock is dependent upon a number of telecommunications carriers during the process of initiating and
terminating calls to end-users. CapRock has sent correspondence to each of the significant suppliers regarding
their year 2000 status and has received substantially all of the responses from such suppliers. However, the
information contained in a number of the responses was generic in nature and did not specifically address the
stage of their year 2000 initiatives. CapRock will seck alternate suppliers in advance of December 31, 1999 in
the event satisfactory responses are not received.

Based upon CapRock’s current assessment and responses from vendors, CapRock believes that the risks
associated with the year 2000 problem relating to domestic traffic and terminations are not significant.
CapRock is in the process of evaluating the impact of year 2000 as it relates to the termination of traffic in
international locations, and specifically third world and developing countries.

Non-IT Systems

CapRock continues to evaluate non-information technology systems. Based on current results and other
factors, CapRock does not anticipate finding any material embedded system issues in its non-IT systems.

Costs

CapRock anticipates that costs of replacing or remediating non-compliant systems will not exceed
$500,000 (remediation costs incurred to date have been immaterial). Such expenditures represent less than
1% of 1999 projected capital expenditures, and will be funded out of cash flow from operations.

Risks

CapRock has begun, but not yet completed, a comprehensive analysis of the problems and costs,
including loss of revenues, that would be reasonably likely to result from the failure by CapRock or certain
third parties to complete the efforts necessary to achieve year 2000 compliance on a timely basis.

CapRock has not yet completed its identification of the most likely worst case scenario. However,
CapRock believes that the most reasonably likely worst case scenario would involve loss of revenues relating to
traffic terminating in certain developing third world countries, which have not adequately prepared for the year
2000. CapRock relies upon certain vendors to supply international services and the possibility exists that some
of the traffic in these developing third world countries may not be able to be completed. The estimated loss of
revenue, if any, has not been determined, and we may not be able to identify the amount of any loss by the
year 2000. Depending on the systems affected, the failure of any contingency plans developed by CapRock, if
implemented, could have a material adverse effect on CapRock’s financial condition and results of operations.
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Contingency Plans

The contingency plans include a proactive analysis of countries that are actively pursuing year 2000
remediation. CapRock is using outside consultants to assist with an analysis of countries that are not actively
pursuing year 2000 compliance and remediation. Contingency plans include identifying these countries noted
with substantial risk and potentially redirecting the sales and marketing efforts to other countries less likely to
be affected by year 2000 problems.

CapRock is still formulating contingency plans relating to the use of the satellite service providers.
CapRock continues to actively pursue receiving test data and procedures from these service providers
regarding year 2000 compliance. CapRock will consider utilizing other service providers if the current service
providers cannot demonstrate compliance to CapRock’s satisfaction by June 30, 1999.

CapRock is still formulating contingency plans regarding significant suppliers of telecommunication
services, which may suffer a year 2000-related failure. CapRock utilizes a number of different service
providers and the contingency plan will include re-routing traffic from a vendor which has experienced a year
2000 systems failure to one or more other vendors.

Disclaimer

The discussion of CapRock’s efforts, and management’s expectations, relating to year 2000 compliance
are forward-looking statements and the dates on which CapRock believes it will complete such efforts are
based upon management’s best estimates. These estimates were derived using numerous assumptions
regarding future events, including the continued availability of certain resources and other factors. We cannot
assure you that these estimates will prove to be accurate, and our actual results could differ materially from
those currently anticipated. Specific factors that could cause such material differences include, but are not
limited to the availability and cost of personnel trained in year 2000 issues, the ability to identify, assess,
remediate and test all relevant computer codes and embedded technology and similar uncertainties. In
addition, variability of definitions of “compliance with year 2000” relating to products and services sold by
CapRock may lead to claims whose impact on CapRock is currently not estimable. We cannot assure you that
the aggregate cost of defending and resolving such claims, if any, will not materially adversely affect our
results of operations.

ITEM 7A. Quantitative and Qualitative Disclosures about Market Risk

CapRock is exposed to market risk from changes in marketable securities {which consist of money
market and commercial paper). At December 31, 1998, marketable securities of CapRock were recorded at a
fair value of approximately $97 million, with an overall weighted average return of approximately 5% and an
overall weighted average life of less than 1 year. The marketable securities held by CapRock have exposure to
price risk, which is estimated as the potential loss in fair value due to a hypothetical change of 50 basis points

_(10% of CapRock's overall average return on marketable securities) in quoted market prices. This
hypothetical change would have an immaterial effect on the recorded value of the marketable securities.

CapRock is not exposed to material future earnings or cash flow fluctuations from changes in interest
rates on long-term debt since 100% of its long-term debt is at a fixed rate of December 31, 1998. The fair value
of CapRock’s long-term debt at December 31, 1998 was estimated to be $144 million based on the overall rate
of the long-term debt of 12% and an overall maturity of 9.5 years compared to terms and rates currently
available in long-term financing markets. Market risk is estimated as the potential decrease in fair value of
CapRock’s long-term debt resulting from a hypothetical increase of 120 basis points in interest rates (ten
percent of CapRock’s overall borrowing rate). Such an increase in interest rates would result in approximately
a $5.1 million decrease in fair value of CapRock’s long-term debt. To date, CapRock has not entered into any
derivative financial instruments to manage interest rate risk and is currently not evatuating the future use of
any such financial instruments.

CapRock conducts business in Aberdeen, Scotland, through a wholly owned subsidiary. However, the
business transacted by this subsidiary is in ths local functional currency. Therefore, CapRock does not
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currently have any exposure to foreign currency transaction gains or losses. All other business transactions are
in U.S. dollars. To date, CapRock has not entered into any derivative financial instrument to manage foreign
currency risk and is currently not evaluating the future use of any such financial instruments.

ITEM 8. Financial Statements
Information called for by this item is set forth in the Company’s Consolidated Financial Statements

contained in this Form 10-K. The Company's Consolidated Financial Statements begin at page F-1
hereunder.

ITEM 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.-
PART I

ITEM 10. Directors and Executive Officers of the Registrant
The presentation of Directors and Executive Officers of the Registrant appears in the Registrant’s Proxy

Statement for the 1999 Annual Meeting of Shareholders (“Proxy Statement”) which is incorporated by
reference herein.

ITEM 11. Executive Compensation

The presentation of Executive Compensation of the Registrant appears in the Proxy Statement which is
incorporated by reference herein.

ITEM 12. Security Ownership of Certain Beneficial Owners and Management

The presentation of the Security Ownership of Certain Beneficial Owners and Management of the
Registrant appears in the Proxy Statement which is incorporated by reference herein.

ITEM 13. Certain Relationships and Related Transactions

The presentation of Certain Relationships and Related Transactions of the Registrant appears in the
Proxy Statement which is incorporated by reference herein.

PART IV

ITEM 14. Exhibits, Financial Statement Schedules, and Reports on Form 8-K

@)1 — Financial Statements. .

The financial statements filed as a part of this Annual Report on Form 10-K are
listed in the “Index to Consolidated Financial Statements™ on page F-1 hereof.

(2) — Financial Statement Schedules.

The financial statement schedules for which provision is made in the applicable
accounting regulations of the Securities and Exchange Commission are not required
under the related instructions or are inapplicable and therefore have been omitted.
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(3) — Exhibits.
' The following exhibits are filed as a part of this Annual Report on Form 10-K.

2.1 — Agreement and Plan of Merger and Plan of Exchange, dated as of February 16,
1998, by and among the Registrant, IWL Communications, Incorporated
(“IWL™), IWL Acquisition Corp., CapRock Communications Corp.
(n/k/a CapRock Telecommunications Corp. (“CapRock Telecommunications™)),
CapRock Acquisition Corp., and CapRock Fiber Network, Ltd. (“CapRock Fiber”
and collectively, the “Parties™). The schedules to the Agreement and Plan of
Merger and Plan of Exchange and the appendices thereto have been omitted. The
Registrant will furnish supplementally to the Securities and Exchange Commission
any of the schedules or appendices upon request. (Incorporated by reference to
Exhibit 2.1 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

22 — First Amendment to Agreement and Plan of Merger and Plan of Exchange, dated
as of April 30, 1998, by and among the Parties. (Incorporated by reference to
Exhibit 2.2 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.) ‘ i

23 — Second Amendment to Agreement and Plan of Merger and Plan of Exchange,
dated as of June 19, 1998, by and among the Parties. (Incorporated by reference to
Exhibit 2.3 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

24 — Third Amendment to Agreement and Plan of Merger and Plan of Exchange, dated
as of July 8, 1998, by and among the Parties. (Incorporated by reference to
Exhibit 2.4 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.) '

3.1 — Articles of Incorporation of the Registrant. (Incorporated by reference to
Exhibit 3.1 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

3.2 — Bylaws of the Registrant. (Incorporated by reference to Exhibit 3.2 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-64699.)

4.1 — Specimen Certificate for the Common Stock of the Registrant (Incorporated by
reference to Exhibit 4.3 to the Registration Statement on Form S-4, as amended, of
the Registrant, File No. 333-57365.

4.2 — Indenture dated as of July 16, 1998, among the Registrant, CapRock
Telecommunications, CapRock Fiber, IWL and PNC Bank, National Association,
Trustee. (Incorporated by reference to Exhibit 4.1 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-64699.)

4.3 — Registration Rights Agreement dated July 16, 1998, among the Registrant,
CapRock Telecommunications, CapRock Fiber, and Merrill ‘Lynch, Pierce,
Fenner & Smith Incorporated, Donaldson, Lufkin & Jenrette Securities
Corporation and BancOne Capital Markets, Inc. (Incorporated by reference to
Exhibit 4.2 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-64699.)

44 — Form of Warrant Agreement between IWL and Cruttenden Roth Incorporated.
(Incorporated by reference to Exhibit 1.2 to the Registration Statement on
Form S-1 of IWL, as amended, File No. 333-22801.)
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— Registration Rights Agreement dated January 22, 1998 between IWL and Nera
Limited. (Incorporated by reference to Exhibit 4.5 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Registration Rights Agreement dated January 22, 1998 by and among IWL,
Thomas Norman Blair and Margaret Helen Blair. (Incorporated by reference to
Exhibit 4.6 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

— CapRock Communications Corp. 1998 Equity Incentive Plan. (Incorporated by
reference to Exhibit 10.1 to the Registration Statement on Form S-4, as amended,
of the Registrant, File No. 333-57365.)

— CapRock Communications Corp. 1998 Director Stock Option Plan. (Incorporated
by reference 10 Exhibit 10.2 to the Registration Statement on Form S-4, as
amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Ignatius W. Leonards.
(Incorporated by reference to Exhibit 10.5 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Byron M. Allen.
(Incorporated by reference to Exhibit 10.6 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Errol Olivier. (Incorporated
by reference to Exhibit 10.7 to the Registration Statement on Form S-4, as
amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Richard H. Roberson.
(Incorporated by reference to Exhibit 10.8 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Bryan Olivier. (Incorporated

by reference to Exhibit 109 to the Registration Statement on Form S-4, as
amended, of the Registrant, File No. 333-57365.)

—Empioymcnt Agreement between the Registrant and Jere W. Thompson, Jr.
(Incorporated by reference to Exhibit 10.10 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Scott L. Roberts. .

(Incorporated by reference to Exhibit 10.11 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Timothy W. Rogers.
(Incorporated by reference to Exhibit 10.12 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Timothy M. Terrell.
(Incorporated by reference to Exhibit 10.13 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Employment Agreement between the Registrant and Kevin W. McAleer.
(Incorporated by reference to Exhibit 10.14 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

—_ Office Lease Agreement dated May 22, 1996, by and between Ellington Field, Ltd.,
a Texas limited partnership, and TWL. (Incorporated by reference to Exhibit 10.5
to the IWL Registration Statement on Form S-1, as amended, File
No. 333-22801.)
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10.14 — Satellite Information Network Service Agreement dated May 1, 1994, by and
between IWL and the Information Telegraphy Agency of Russia ITAR-TASS. #
(Incorporated by reference to Exhibit 10.9 to the Registration Statement on
Form S-1, as amended, of IWL, File No. 333-22801.)

10.15 — Reseller Agreement dated December 31, 1996, by and between Alcatel Network
Systems, Inc. and IWL. (Incorporated by reference to Exhibit 10.10 to the
Registration Statement on Form S-1, as amended, of IWL, File No. 333-22801.)#

10.16 — Form of Service Agreement.

10.17 — Lease Agreement dated November 18, 1996, by and between IWL and CLG, Inc.
(Incorporated by reference to Exhibit 10.13 to the Registration Statement on
Form S-1, as amended, of IWL, File No. 333-22801.)

10.18 — Promissory Note dated September 20, 1996 payable by IWL to First Bank and
Trust, Cleveland, Texas. (Incorporated by reference to Exhibit 10.15 to the
Registration Statement on Form S-1, as amended, of IWL, File No. 333-22801.)

10.19 — Loan Agreement and Security Agreement dated December 20, 1995 between IWL
and Marine Midland Business Loans, Inc. (Incorporated by reference to
Exhibit 10.16 to the Registration Statement on Form S-1, as amended, of IWL,
File No. 333-22801.)

10.20 — Second Amendment to Loan and Security Agreement dated as of May 7, 1997,
between IWL and Marine Midland Business Loans, Inc. (Incorporated by
reference to Exhibit 10.9 to the Registration Statement on Form S-1, as amended,
of IWL, File No. 333-22801.)

10.21 — Letter Agreement dated February 28, 1997, by and between IWL and Marine
Midland Bank as successor-in-interest to Marine Midland Business Loans, Inc.
(Incorporated by reference to the Registration Statement on Form S-1, as
amended, of IWL, File No. 333-22801.)

10.22 — Credit Agreement, dated August 1, 1997, executed by and between IWL and Bank
One, Texas, N.A. (“Bank One”). (Incorporated by reference to Exhibit 10.22 to
the Form 10K for the year ending June 30, 1997 of IWL, File No. 0-22293.)

10.23 — Promissory Note, dated August 1, 1997, in the principal amount-of $822,000.00,
executed by IWL, and made payable to Bank One. (Incorporated by reference to
Exhibit 10.23 to the Form 10K of IWL for the year ending June 30, 1997, File
No. 0-22293.)

10.24 — Promissory Note, dated August 1, 1997, in the principal amount of $605,000.00,
executed by IWL, and made payable to Bank One. (Incorporated by reference to
Exhibit 10.24 to the Form 10-K of IWL for the year ending June 30, 1997, File
No. 0-22293.)

10.25 — Collateral Assignment and Security Agreement, dated August 1, 1997, executed by
IWL, as assignor, and Bank One, as assignee. (Incorporated by reference to
Exhibit 10.25 to the Form 10K of IWL for the year ending June 30, 1997, File
No. 0-22293.)

10.26 — Revolving Credit Agreement, dated August 1, 1997, executed by and between IWL
and Bank One. (Incorporated by reference to Exhibit 10.26 to the Form 10K of
IWL for the year ending June 30, 1997, File No. 0-22293.)

10.27 — Promissory Note, dated August 1, 1997, in the principal amount of $5,000,000.00,
exccuted by IWL, and made payable to Bank One. (Incorporated by reference to
Exhibit 10.27 to the Form 10K of IWL for the year ending June 30, 1997, File
No. 0-22293.)
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10.28

10.29

10.30

10.31

10.32

10.33

10.34

10.35

10.36

10.37

10.38

10.39

10.40

10.41

— Security Agreement, dated August 1, 1997, executed by IWL, as debtor, and Bank
One, as secured party. (Incorporated by reference to Exhibit 10.28 to the Form 10K
of IWL for the year ending June 30, 1997, File No. 0-22293.)

— Amended and Restated Credit Agreement, dated August 28, 1997, executed by and
between IWL and Bank One. (Incorporated by reference to Exhibit 10.29 to the
Form 10K of IWL for the year ending June 30, 1997, File No. 0-22293.)

— Promissory Note, dated August 28, 1997, in the principal amount of $1,055,000.00,
executed by IWL, and made payable to Bank One. (Incorporated by reference to
Exhibit 10.30 to the Form 10K of IWL for the year ending June 30, 1997, File
No. 0-22293.)

— Telecommunications Equipment Lease Agreement dated as of June 1, 1997
between IWL and Diamond Offshore Company. (Incorporated by reference to
Exhibit 10.4 to the Form 10K of TWL for the year ending June 30, 1997, File
No. 0-22293.)#

— Sublease dated November 22, 1994 by and between CapRock Telecommunications
and Arckwright Mutual Insurance Company. (Incorporated by reference to-
Exhibit 10.35 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

— Loan and Security Agreement dated March 14, 1996 by and between CapRock
Telecommunications and Bank One, as amended. (Incorporated by reference to
Exhibit 10.36 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

— Sixth Renewal Extension $2,500,000 Promissory Note dated December 31, 1997
payable by CapRock Telecommunications to Bank One. (Incorporated by reference
to Exhibit 10.37 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

— Form of CapRock Communications Corp. Commercial Application. {Incorporated
by reference to Exhibit 10.41 to the Registration Statement on Form S-4, as
amended, of the Registrant, File No. 333-57365.)

— Form of CapRock Communications Corp. Commercial Agent Application.
(Incorporated by reference to Exhibit 10.42 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Unlimited Guaranty dated March 9, 1996 by Jere W. Thompson, Jr. for the benefit
of Bank One. (Incorporated by reference to Exhibit 10.43 to the Registration
Statement on Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Loan Agreement dated July 1, 1996 by and between CapRock Fiber and Bank One.
(Incorporated by reference to Exhibit 10.44 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— $10,000,000 Promissory Note dated July 1, 1996,by and between CapRock Fiber
and Bank One. (Incorporated by reference to Exhibit 10.45 to the Registration
Statement on Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Guaranty dated July I, 1996 by CapRock Systems, Inc. in favor of Bank One.
(Incorporated by reference to Exhibit 10.46 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Guaranty dated July 1, 1996 by Mark Langdale in favor of Bank One.
(Incorporated by reference to Exhibit 10.47 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)
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10.42

10.43

10.44

10.45

10.46

10.47

10.48

10.49

10.50

10.51

10.52

10.53

— Guaranty dated July 1, 1996 by Jere W. Thompson, Jr. in favor of Bank One.
(Incorporated by reference to Exhibit 10.48 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Form of Note Purchase Agreement by and among the Registrant and various initial
purchasers. (Incorporated by reference to Exhibit 10.49 to the Registration
Statement on Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Form of Contribution Agreement by the General Partner of CapRock Fiber.,
(Incorporated by reference to Exhibit 10.50 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— First Amendment to Loan Agreement dated July 1, 1996 by and between CapRock
Fiber and Bank One. (Incorporated by reference to Exhibit 10.51 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-57365.)

— Second Amendment to Loan Agreement dated April 29, 1998 by and between
CapRock Fiber and Bank One. (Incorporated by reference to Exhibit 10.52 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-57365.)

— License Agreement dated June 16, 1998 by and between CapRock
Telecommunications and RiverRock Systems, Ltd. (Incorporated by reference to
Exhibit 10.53 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

— Modification Agreement dated as of June 17, 1998 by and between IWL and Bank
One. (Incorporated by reference to Exhibit 10.54 to the Registration Statement on
Form S-4, as amended, of the Registrant, File No. 333-57365.)

— Promissory Note dated June 17, 1998 executed by IWL payable to the order of
Bank One, in the principal amount of $4,000,000.00. (Incorporated by reference to
Exhibit 10.55 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)

— Eighth Amendment to Loan and Security Agreement dated as of June 18, 1998 by
and between CapRock Telecommunications and Bank One. (Incorporated by
reference to Exhibit 10.56 to the Registration Statement on Form S-4, as amended,
of the Registrant, File No. 333-57365.)

— Renewal and Extension Promissory Note dated as June 18, 1998 executed by
CapRock Telecommunications payable to the order of Bank One, in the principal
amount of $7,000,000.00. (Incorporated by reference to Exhibit 10.57 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-57365.)

— Intercompany Promissory Note dated as of June 18, 1998 originally executed by
CapRock Fiber payable to the order of CapRock Telecommunications in the
principal amount of $2,500,000.00 and endorsed by CapRock Telecommunications
in favor of Bank One. (Incorporated by reference to Exhibit 10.58 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-57365.)

— Ninth Amendment to Loan and Security Agreement dated as July 9, 1998 by and
between CapRock Telecommunications and Bank One. (Incorporated by reference
to Exhibit 10.59 to the Registration Statement on Form S-4, as amended, of the
Registrant, File No. 333-57365.)
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10.54 — Third Amendment to Loan Agreement dated as of June 18, 1998 by and between
CapRock Fiber and Bank One. (Incorporated by reference to Exhibit 10.60 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-57365.)

10.55 — Fourth Amendment to Loan Agreement dated as of July 9, 1998 by and between
CapRock Fiber and Bank One. (Incorporated by reference to Exhibit 10.61 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-57365.)

10.56 — Form of Escrow Agreement. (Incorporated by reference to Exhibit 10.62 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-57365.)

10.57 — Form of Exchange Agent Agreement by and between the Registrant-and PNC
Bank, National Association. (Incorporated by reference to Exhibit 10.57 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-64699.)

10.58 __ Addison Circle One Office Lease Agreement between Champion Addison One
Limited Partnership, a limited partnership, as Landlord and the Registrant, as
Tenant. (Incorporated by reference to Exhibit 10.58 to the Registration Statement
on Form S-1 of the Registrant, File No. 333-74735.)

10.59 — Form of Carrier Agreement.

16.1 — Letter re: Change in Accountants. (Incorporated by reference to Exhibit 16.1 to the
Registration Statement on Form S-4, as amended, of the Registrant, File
No. 333-57365.)

21.1 — Subsidiaries of the Registrant.
23.1 — Consent of KPMG LLP.
27.1 — Financial Data Schedule for 1996 and 1998. (Incorporated by reference to

Exhibit 27.1 to the Registration Statement on Form S-1 of the Registrant, File
No. 333-74735.)

272 — Amended Financial Data Schedule for 1997. (Incorporated by reference to Exhibit
27.2 to the Registration Statement on Form S-1 of the Registrant, File
No. 333-74735.)

# Confidential treatment was granted.
(b) Reports on Form 8-K

»

No current reports on Form 8-K were filed during the fourth quarter c:)f 1998.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
Registrant has duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized

on March 24, 1999.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below
by the following persons on behalf of the Registrant and in the capacities indicated and on the dates indicated

below.
Signature

/s/ JERE W. THOMPSON, JR.

Jere W. Thompson, Jr.

/s/ KEVIN W. MCALEER

Kevin W. McAleer
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Matthew M. Kingsley

/s/ MARK LANGDALE
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Jotn R. Harris

CAPROCK COMMUNICATIONS CORP.

By: __/s/f JERE W. THOMPSON, JR.

Jere W. Thompson, Jr.
Chief Executive Officer
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INDEPENDENT AUDITORS’ REPORT

The Board of Directors and Stockholders
CapRock Communications Corp.
(formerly IWL Holdings Corp.):

We have audited the accompanying consolidated balance sheets of CapRock Communications Corp. and
subsidiaries, as of December 31, 1997 and 1998, and the related consolidated statements of operations,
stockholders’ equity and comprehensive income, and cash flows for each of the years in the three-year period
ended December 31, 1998. These consolidated financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these consolidated financial statements based on
our audits. We did not audit the 1996 financial statements of certain consolidated subsidiaries, which
statements reflect total assets constituting 56 percent and total revenues constituting 45 percent of the related
1996 consolidated totals. Those financial statements were audited by other auditors whose report has been
furnished to us, and our opinion, insofar as it relates to the amounts of these consolidated subsidiaries, _is based
solely on the report of the other auditors. ' T ’

We conducted our audits in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, based on our audits and the report of the other auditors, the consolidated financial
statements referred to above present fairly, in all material respects, the financial position of CapRock
Communications Corp. and subsidiaries as of December 31, 1997 and 1998, and the results of their operations
and their cash flows for each of the years in the three-year period ended December 31, 1998, in conformity
with generally accepted accounting principles.

KPMG LLP

Dallas, Texas
February 19, 1999
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INDEPENDENT AUDITORS’ REPORT

The Board of Directors
CapRock Telecommunications Corp.:
(formerly CapRock Communications Corp.)

We have audited the balance sheet of CapRock Telecommunications Corp. (formerly CapRock
Communications Corp.) as of December 31, 1996, and the related statements of operations, stockholders’
equity, and cash flows for the year then ended (not presented separately herein). These financial statements
are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing standards. Those standards

require that we plan and perform the audit to obtain reasonable assurance about whether the financial-

statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of CapRock Telecommunications Corp. (formerly CapRock Communications Corp.) as of
December 31, 1996, and the results of its operations and its cash flows for the year then ended in conformity
with generally accepted accounting principles.

BURDS, REED AND MERCER, P.C.

Dallas, Texas
May 28, 1997
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INDEPENDENT AUDITORS’ REPORT

The Partners of
CapRock Fiber Network, Ltd.:

We have audited the balance sheet of CapRock Fiber Network, Ltd., as of December 31, 1996, and the
related statements of operations, partners’ capital, and cash flows for the year then ended (not presented
separately herein). These financial statements are the responsibility of the Partnership’s management. Qur
responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We belicve that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of CapRock Fiber Network, Ltd., as of December 31, 1996, and the results of its operations
and its cash flows for the year then ended in conformity with generally accepted accounting principles.

BURDS, REED AND MERCER, P.C.

Dallas, Texas
March 19, 1997
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
December 31, 1997 and 1998

ASSETS

Current assets:
Cash and cash equivalents ...... ... oieiiiireeeanrinranannacnns
Marketable securities. .. ...... ottt teseeeasesansasassasnsaansuaanann
Accounts receivable and unbilled services, less allowance for doubtful
accounts of $1,781,355 and $709,941 at December 31, 1997 and 1998,
FESPECHVELY .« .o v e vene e eeia e
Income tax receivable ..o iie et riaaaciaereaaaeantesaaananns
Costs and estimated earnings in excess of billings . .......ccoveinnanns
IOVEMEOTY « ¢ 4o e v aevneansscsanesannaansessesssanasassencesssescs
Prepaid expenses and other. ... . iviiiiiieiiiiiiiiiranaiinees
Deferred INCOME tAXES .« v v v tveeeeeasennaarenasessssassssesasssasns

Total current assets ......c..c.en S
Property, plant and equUipment, et . ... ..oviiiiiartiranitae s
T OUHET ASSES .+ v e e ettt ie e iaaan e et st a e

Total ASSELS . v v v v ot istesaeaaeacancaratatastaesasnansaeneas

LIABILITIES AND STOCKHOLDERS® EQUITY

Current liabilities:
Current portion of long-term debt ... .. iiiiiiiiiiiiiiiiiaiaane
Accounts payable and accrued €Xpenses ... ... .. i
Accrued commitment and guarantor fees ... ... i il
Current installments of obligations under capital leases ................
Income taxes payable .........oiciiiiiiiiiiiiiiiiiiiii e
UnEarned TEVEMUE . ..o vevneeoeconenannasosacasanasnaanestssssssns

Total current Lliabilities ......ccireinrmeenniniinninaaseanns
Long-term debt, excluding current portion . .......coeeernrarranaceere.
Senior notes, net of unamortized debt issuance costs ... . ..o iiiiiil
Deferred INCOME tAXES . vt v it vievenaeanonnnanassnreatasannnuaaaaccns
Obligations under capital lease, excluding current installments ............

Total Habilities < ovveveeerievesenceceasanossasseaeassnsansan
Stockholders’ equity: _
Preferred stock, $.01 par value; 20,000,000 shares authorized; none issued
Common stock, $.01 par value; 200,000,000 shares authorized; issued and
outstanding, 28,677,743 and 28,932,395 shares at December 31, 1997
and 1998, respectively ... . .voiet it
Additional paid-in capital ...... ..o i

Retained Carmings. . .o cvviurerranaeanceseosansanessesensesaarnanns P

Accumulated other comprehensive income. ... ...vviiaiiiieiiaiaas
Unearned COMPENSAtION . . ..vieeaneaaanenanenanoeaesesssnnnanaes
Treasury stock, @t COSt. ... iueeieetinnniiiineneceiaiaranaaaaenns

Total stockholders’ €quity ... ..vvveriieiirsaeanaanaeareanns
Total liabilities and stockholders’ equity ........c.coiivivinant.

1997 1998
$ 3,520017 $ 293,860
— 97,019,789
15,143,525 19,936,214
— 1,405,000
— 7,238,402
1,022,927 1,301,726
1,022,319 706,775
731,845 1,989,250
21,440,633 129,891,016
27,340,599 59,606,752
608,219 2,468,000
$49,389,451  $191,965,768
$ 8,116,424 —
11,851,945 26,850,525
406,010 —
239,672 —
589,514 —
542,441 551,341
21,746,006 27,401,866
12,338,341 —
— 145,187,039
851,307 3,314,568
367,493 —
35,303,147 175,903,473
286,777 289,377
8,810,627 10,521,713
5,385,144 5,608,237
— 8,878
(396,244) (329,070)
— (36,840)
14,086,304 16,062,295
$49,389,451  $191,965,768

See accompanying notes to consolidated financial statements.



CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
Years Ended December 31, 1996, 1997 and 1998

1996 1997 1998
Revenues: :
Carriers’ cartier ... ... ..o $22,405,158  $41,804,704  $ 72,165,460
Integrated services ............ .. i, 1,980,393 8,640,427 17,978,115
Systems Services. . ........o.iiiii i 16,030,586 21,958,772 31,630,566
Productresales ............ ... oo i, 10,553,846 2,945,563 —
Total revenues ................... ... ... .. 50,969,983 75,349,466 121,774,141
Costs of services and product resales
Services .. .. 29,684,388 50,124,257 83,221,102
Productresales ........ ... uuiuue i, 9,672,078 2,347,060 —_
Grossprofit............oiiiiii .., 11,613,517 22,878,149 38,553,039
Operating expenses:
Selling, general and administrative ................... 8,983,394 14,073,691 23,528,038
Merger related expenses ...................... e — —_ 2,312,973
Depreciation and amortization ........................ 1,535,880 3,345,819 4,887,157
Total operating expenses ....................... 10,519,274 17,419,510 30,728,168
Operating income . ............ ... 0 i, 1,094,243 5,458,639 7,824,871
Interest expense . ....... ... ..o oiiiiiii (630,952)  (1,735,156) (9,458,895)
Interestincome. . ... ... ... o o 46,300 132,634 3,017,816
Otherincome ... .. .. ... ..o iiiiiinnn i, 41,148 219,211 105,789
Income before income taxes................... 550,739 4,075,328 1,489,581
Income tax expense ............ ..o, 227,148 1,513,561 1,266,488
Netincome................ ... .o, $ 323,591 § 2,561,767 $ 223,093
Earnings per common share:
Basic ... $ 001 § 009 % 0.01
Diluted ... ... $ 001 § 009 § 0.01
Weighted average shares outstanding
Basic ... ... 27,145920 27,983,504 28,899,449
Diluted ... ..o 27,156,471 28,480,968 30,027,569

See accompanying notes to consolidated financial statements.
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS® EQUITY

AND COMPREHENSIVE INCOME

Years Ended December 31, 1996, 1997 and 1998

ionat Accum:h(cd
Common Stock Treasury Stock Ag’i"(.dml': Retained Comgt(e:;usivc Unearned g&?ﬁ:‘:ﬁg
Shaces Amouat Shares Amount Capital Eacnings tncome Compcusation Equity
Balance at December 31, 1995......... 27,145,713 $271,457 — 3 — $ 1,041,596 $2,239,378 $ — s — $ 3,552,431
[ssuance of common $10CK < oevevnnne- 2,808 28 — — 9,968 —_ — 9.996
Net IR0OME . v vvvaarcanrasenssnanscans . —_ —_ — —_ — 323,591 — — 323,591
.. Balance at December 31, 1996......... 27,148,521 271,485 — — 1,051,564 2,562,969 —_— —_ 3,886,018
fssuanoce of common SOk ....iveaanns 79,222 792 — — 771,058 — — — 1711850
Proceeds from initial public common
stock offering, net of cxpenses
(note I2) .ivvnirnnninneninnnnns 1,450,000 14,500 — — 6,982,005 — — —_ 6,996,505
Deferred compensation from
compensatory stock option grants
(ROte 12) wuiviiiaiaenicninaranns — — —_ — — — — (417,100) (417,100)
Amortization of deferred compensation .. — — — — — — — 20,856 20,856
NEt INCOME .« o v e eeeaaencacaannnnnns — — — — — 2,561,767 — —_ 2,561,767
Net income excluded from (WL
Communications for the six months
ended December 31, 1996 as a result
of conforming fiscal year end
(MOLE 2) eeeeeiiiininnnaaansannnnn — — — — — 260,408 — — 260,408
Balance at December 31, 1997......... 28,677,743 286,177 —_ — 8810627 5,385,144 — (396,244) 14,086,304
Issuance of common shares under stock
option plans and restricted stock
AWATAS o ivveerieniaitn s 52,641 527 —_ — 135,345 —_ — (32,500) 103,372
Acquisition of treasury shares uader
stock option plans. ........ceaiianen —_ — (5.255) (36,840) —_ — —_ —_ (36,840)
Issuance of stock relating to acquisition
(MOtE 16) oueeinnninraannanacnnns 207,266 2,073 — — 1,575,741 — — —_ 1,577,814
Amortization of deferred compensation . . — — —_ —_ — —_ — 99,674 99,674
Compreheasive inoome:.....veviianet
Nel INCOME .« o e veveeeanannaannnanas —_ _— —_ _ — 223,093 - — 223,093
Currency translation adjustment...... —_ _ _ _ —_ —_ 8,878 —_— 8,878
Total comprehensive income — — — — — 223,093 8,878 — 231,971
Balance at December 31, 1998......... 28937,650 $289,377 (5,255) $(36,840) $10,521,713  $5,608,237 $8,878 $(329,070) $16,062,295

See accompanying notes to consolidated financial statements.
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31, 1996, 1997 and 1998

1996 1997 1998

Cash flows from operating activities:
INEt TNCOMIE « ot v teereeeaaecananasnsnnnesaasasnssasonaesaess $ 323591 § 2,561,767 § 223,093

Adjustments to reconcile net income to net cash provided by
operating activities:

Depreciation and amortization . ... ... ooieiiiiaiaiiaaees 1,535,880 3,345.819 4,887,157
Amortization of discount on notes payable ..ot 7,338 7,338 —
Gain on sale 0f ASSEIS «vvvvveeeieenenranacessasssaasasecnes (67,021) (105,048) (51,361)
Deferred INCOME tAXES o o v v vvneneenconsararancassssaasaaasas (98,088) 384,247 1,205,856
Equity carnings of unconsolidated joint venture ................ 25,873 (115,107) (46,075)
Amortization of debt issuance costs, included in .
INLETESt EXPENSE o vveuraoraanransssensoraansoosasesssans —_ — 202,158
Allowance for doubtful accounts ........c..ceeiviiviacnaaanns 356,223 1,382,119 1,649,773 .
Changes in operating asscts and liabilities: :
Accounts receivable and unbilled services. ... ...l (5,384,642) (1,876,944) (6,442,462)
TOVEMLOLY « v e v veeeanannnnansasonesansnsanonaasasssnsnss (253,022) 1,631,929 (278,799)
Costs and earnings in excess of billings.........coocveennns (132,794) 83,265 (7,238,402)
Prepaid expenses and other. ... ..oouiiuaianeernriieaanns (275,987) (911,597) 407,325
Accounts payable and accrued Habilities . v eeveevnnvnanaaas 4,746,639 3,378,009 14,592,570
Income taxes payable. ... ..o i i iiiiiiii e 37,418 553,739 (1,994,514)
(00111 I (40,507) (207,851) 8,900
Net cash provided by operating activities ............ ... 780,901 4,111,685 7,125,219
Cash flows from investing activities:
Purchases of property, plant and equipment .........c.ccievnnas (10,211,878) (13,630,464) (36,854,766)
Purchase of marketable securities ... ... .ooieeeiiiiiviiaaaans — — (145,000,000)
Proceeds from sale of marketable securities .. ... ..ccaiviinaaas — — 47,980,211
Proceeds from note receivable ... ... . i iiiiiiiiaaiiiiaians 659,972 — —_
Proceeds from disposal of property, plant and equipment .......... 201,550 643,836 303,805
Investment in unconsolidated subsidiary ........ccooieiiiiaann —_ — (169,166)
Purchase of ICEL . ..ottt iiiaiaacanaananscaacncsanasanns — — (609,822)
Net cash used in investing activities .........ccenninnnnn (9,350,356)  (12,986,628)  (134,349,738)
Cash flows from financing activities:
Proceeds from issuance of senior notes, net of debt issuance ....... 15,395,225 20,553,869 144,984,881
Principal payments on notes payable ........ .. ool {8,307,785) (14,608,429} (19,302,437)
Proceeds from lineof credit .. ...vuieiininianeiiiiienanacanes 18,564,432 40,742,755 44,717,209
Principal payments on line of credit. .. ... .cviviiineriiaianan (17,750,010)  (40,404,848) (45,869,537)
Loan fees paid under long-term note agreement ............c...0- (135,749) (346,935) —
Net change in bank overdraft .. ... ...ooiiiieniiieieiieaas 957,497 (957,497) —
Purchase of treasury StocK. .. oo.vvereciiaiunanaanaeaneenaans — — (36,840) )
Proceeds from issuance of common stock . ... .veiieiiicineaaass 9,996 7,347,258 103,373 :
Principal payments under capital lease obligations................ (128,324) (212,695) (607,165) :
Net cash provided by financing activities ................. 8,605,282 12,113,478 123,989,484 3
Effect of exchange rate on cash and cash equivalents ............... — — 8,878 ::
Net increase (decrease) in cash and cash equivalents............... 35,827 3,238,535 (3,226,157) :
Cash and cash equivalents at beginning of year ..........c..covunns 325,103 281,482 3,520,017 ;
Cash and cash equivalents at end of year ... .. .ooviiieiiicnannn $ 360930 $ 3,520017 $ 293,860
Supplemental disclosure of cash flow information: -
Cash paid for interest ......vveeeraceeiarneaaearaecereienns $ 550332 $§ 1,760,777 $ 1,344,441
Cash paid for inCOME tAXES . o cvaurinaerumranrarnseaaseonenas $ 150,866 § 801,124 $ 1,861,656 :
Non-cash investing activity: :
Issuance of stock for ICEL acquisition . ......coovunivaaaaaaaen $ — 3 — $ 1571814
i
‘,_

See accompanying notes to consolidated financial statements.
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 1997 and 1998

(1) Summary of Signiﬁcant Accounting Policies

(a) Basis of Presentation and Nature of Business

The consolidated financial statements include CapRock Communications Corp. (“CapRock” or the
“Company”) and its majority owned subsidiaries. The Company was formed on February 3, 1998, to serve as
a holding company for the operations of CapRock Telecommunications (“Telecommunications™), CapRock
Fiber Network Ltd. (“Partnership”) and IWL Communications, Inc. (“IWL") and its wholly owned
subsidiaries. All significant inter-company transactions are eliminated in consolidation. The consolidated
financial statements include the accounts of Telecommunications, Partnership, IWL, Spacelink Systems, Inc.,
Spacelink Systems, FSC, Inc., and WL Communications Ltd. (“Russia”) and Integrated Communications
and Engineering Ltd. (“ICEL") (note 16). The equity method is used to account for unconsolidated
investments in companies in which CapRock exercises significant influences over operating and financial
policies, but does not have a controlling interest. On August 26, 1998, pursuant to the Plan of Agreement of
Merger and Plan of Exchange dated February 16, 1998, as amended, the Company completed the mergers and
interest exchange with Telecommunications, Partnership and IWL (note 2). ‘ '

The Company is a regional facilities-based integrated communications provider offering local, long
distance, Internet, data and private line services to small and medium-sized businesses. The Company also
provides switched and dedicated access, regional and international long distance, private lines and dark fiber to
carrier customers. The Company is in the process of building an advanced fiber network throughout Texas,
Louisiana, Arkansas, New Mexico and Oklahoma. Additionally, the Company, through its wholly owned
subsidiary — IWL, provides communications solutions to customers with operations in remote, difficult-
access regions. The Company markets its services through its internal sales representatives and a network of
independent agents. ) :

(b) Cash Equivalents and Short-Term Investments Available for Sale

The Company considers all cash in bank accounts as cash equivalents. Marketable securities consist of
U.S. government, money market and commercial paper securities, with maturities of less than one year.
Marketable securities are stated at cost and are adjusted for discount accretion and premium amortization,
which approximate fair value. The Company's short-term investment objectives are safety, liquidity and yield.

(c) Inventory

Inventory substantially consists of parts and equipment held for resale. Inventory that can be specifically
identified using a unique identification number is stated at the lower of specified cost or market. Inventory that
cannot be specifically identified is stated at the lower of cost or market, where cost is determined using the first
in first out method. Market value, in all cases, represents the lower of replacement cost or net realizable value.

(d) Property, Plant and Equipment

Property, plant and equipment are stated at cost and include certain cbsts, which are capitalized during
the installation and expansion of the telecommunications network including interest costs, and payroll related
to the construction. Depreciation is computed using the straight-line method over the estimated useful lives of
the assets. Leasehold improvements are amortized using the straight-line method over the shorter of the
estimated useful lives of the assets or the remaining terms of the leases. Assets under construction are not
depreciated until placed in service.

In the process of building out its fiber network, the Company may enter into Indefeasible Right to Use
contracts (“IRUs™) for the sale of fiber usage rights and to provide the construction services for such fiber.
The Company may install additional conduits for these segments included in the IRU:s for its own us¢ while
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

performing the construction services. This additional conduit is capitalized proportionately with the number of
conduits placed, and depreciation begins for these costs as the specific fiber segment is placed in service.

(e) Revenues and Cost of Revenues

The Company recognizes revenue from the following sources: Carriers® Carrier, Integrated Services,
System Services and Product Resale.

Carriers’ Carrier:

Carriers’ carrier revenue includes all carrier revenues generated from the sale of domestic and
international switched services, from the sale of T-1 and DS-3 broadband capacity and from the sale and lease
of dark fiber. The revenue generated from international switched services represent minutes of long distance
traffic terminating in foreign countries, but generated by .domestic U.S. based long distance carriers. Such
revenues are recognized when the services are provided. The cost of revenues associated with these services is
based primarily on the direct costs associated with owned and leased transmission capacity and the cost of
transmitting and terminating traffic on other carriers’ facilities. Commissions paid to sales representatives or
agents to acquire customer call traffic are expensed in the period when associated call revenues are recognized.

The Company accounts for long-term construction contracts relating to the development of telecommu-
nications networks for customers using the percentage-of-completion method, which would include the sale of
fiber usage rights through IRUs and the related construction services associated with building the fiber
retwork specified in the IRUs, Progress under the percentage-of-completion is measured based upon costs
incurred to date compared with total estimated construction costs. Customers are billed based upon
contractual milestones.

Integrated Services:

Integrated services revenue includes all revenues generated from the sale of telecommunications products
to business and residential customers. These products include local, long distance, Internet, data and private
line services. The Company records revenues for these telecommunications services at the time of customer
usage. The cost of revenues associated with services is based primarily on the direct costs associated with
owned and leased transmission capacity and the cost of transmitting and terminating traffic on other carriers’
facilities. The cost of revenues for local services also includes payments to local exchange carriers and
interexchange carriers for access and transport charges. Commissions paid to sales representatives or agents to
acquire customer call traffic are expensed in the period when associated call revenues are recognized.

Systems Services:

Systems services revenue includes revenues generated from the design, installation, leasing and sale of
voice and data systems and products, primarily to companies in the oil and gas industry. The revenues
associated with the leasing and sale of voice and data systems products are recorded as the services are
provided. The revenue associated with the design and installation of voice and data systems products primarily
relates to communication system contracts involving the engineering and integration of telecommunications
systems and sales, service and maintenance of teleccommunications equipment. These contracts are typically
fixed price and such revenue is recognized based upon the percentage-of-completion method, primarily based
upon contract costs incurred to date compared with total estimated contract costs. :

Product Resales:

In 1997, the Company provided services to a subsidiary of Shell, which included the resale of a significant
amount of Alcatel products. The Company sold $2.9 million to the Shell subsidiary in 1997, relating to Alcatel
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Coatinued)

products and other equipment and hardware. The Shell project was substantially completed in May 1997 and,
therefore, is not expected to contribute in a material manner to the Company's total sales in future periods.

_(f) Business and Credit Concentration

Financial instruments which potentially expose the Company to a concentration of credit risk, as defined
by SFAS No. 105, Disclosure of Information about F inancial Instruments with Off-Balance Sheet Risk and
Financial Instruments with Concentrations of Credit Risk, consist primarily of accounts receivable from
carriers, retail and commercial customers. The Company extends credit to customers on an unsecured basis
with the risk of loss limited to ‘outstanding amounts.

(g) Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities
are recognized for the future tax consequences attributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respective tax bases and operating loss and tax
credit carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply
to taxable income in the years in which those temporary differences are expected to be recovered or settled.
The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period
that includes the enactment date.

(h) Stock-Based Compensation

The Company accounts for its stock-based employee compensation plan using the intrinsic value based
method prescribed by Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to
Employees (“APB No. 257). As such, compensation expense is recorded on the date of grant to the extent the
current market price of the underlying stock exceeds the exercise price. The Company has provided pro forma
disclosures as if the fair value-based method of accounting for these plans, as prescribed by Statement of
Financial Accounting Standards (“SFA: ") No. 123, Accounting for Stock-Based Compensation (“SFAS
No. 123"), had been applied.

(i) Foreign Currency Translation

Results of operations for foreign investments are translated from the designated functional currency to the
U.S. dollar using average exchange rates during the period, while assets and liabilities are translated at the
exchange rate in effect at the reporting date. Resulting gains and losses from translating foreign currency
financial statements are included in accumulated other comprehensive income, a component of stockholders’

equity.

(j) Intangible Assets

The Company recorded approximately $1.6 million of goodwill and $300,000 relating to other intangibles
in connection with the acquisition of Integrated Communications and Engineefing Ltd. (“ICEL") (note 16).
Goodwill represents the excess of the purchase price over fair value of identifiable net assets acquired and is
amortized on a straight-line basis over the expected periods to be benefited. Goodwill in connection with the
acquisition of ICEL will be amortized over 20 years. The Company 2assesses the recoverability of this
intangible asset by determining whether the amortization of the goodwill balance over its remaining life can be
recovered through undiscounted future operating cash flows. The amount of goodwill impairment, if any, is
measured based upon projected discounted future operating cash flows using a discounted rate reflecting the
Company’s average cost of funds. The assessment of the recoverability of goodwill will be impacted if
estimated future operating cash flows are not achieved.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(k) Impairment of Long-Lived Assets

The Company accounts for long-lived assets in accordance with the provisions of SFAS No. 121,
Accounting for the Impairment of Long-Lived Assets and Jor Long-Lived Assets to be Disposed of. The
Statement requires that long-lived assets and certain identifiable intangibles be assessed for impairment
whenever events or changes in circumstances indicate that the carrying amount of an asset may not be
recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying amount
of an asset to future net cash flows expected to be generated by the asset. If such assets are considered to be
impaired, the impairment to be recognized is measured by the amount by which the carrying amount of the
assets exceeds the fair value of the assets. Assets to be disposed of are reported at the lower of the carrying
amount or fair value less costs to sell.

(I} Fair Value of Financial Instruments

The Company'bcli‘cvcs that the carrying amounts of its financial instruments included in current assets
and current liabilities approximate the fair value of such items due to their short-term nature. As of
December 31, 1998, the estimated fair value and the carrying amount of the Company’s 12% Senior Notes due
2008 was $144 million and $145.2 million, respectively.

{m} Use of Estimates '

The preparation of financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect certain reported amounts and disclosures.
Accordingly, actual results could differ from those estimates.

(n) Earnings per Share

In 1997, the Company adopted the Financial Accounting Standards Board Statement No. 128 (“SFAS
No. 128"), Earnings Per Share. All carnings per share amounts for all periods have been presented, and where
necessary, restated to conform to SFAS No. 128 requirements. All data in the table below is in thousands,
except for per share data.

1996 1997 1998

Numerator:

Netincome ................ .. . $ 324 $2562 § 223
Denominator:

-Denominator for basic earnings per share-weighted average

shares outstanding ..................... .. ... .. .. .. .. 27,146 27,984 28,899

Effect of dilutive securities:

Employee stock options ....................... ... 10 497 1,129
Denominator for diluted earnings per share-weighted average 4

shares outstanding . ............. ... ... .. . ... ... .. ... 27,156 28,481 30,028
Basic and diluted eamnings per share ....................... $ 001 $ 009 $ o001

(o) Comprehensive Income

On January I, 1998, the Company adopted SFAS No. 130, Reporting Comprehensive Income (“SFAS
No. 130"). SFAS No. 130 establishes standards for reporting and presentation of comprehensive income and
its components in a full set of financial statements, Comprehensive income consists of net income and
currency translation adjustments and is presented in the consolidated statements of stockholder’s equity and
comprehensive income. The Statement requires only additional disclosures in the consolidated financial
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

statements; it does not affect the Company's financial position or results of operations. Prior to 1998, the
Company’s comprehensive income only consisted of net income.

(2) Business Combination

On August 26, 1998, pursuant to the Plan of Agreement of Merger and Plan of Exchange dated
February 16, 1998, as amended, the Company completed the mergers with Telecommunications, Partnership
and IWL. Accordingly, the Consolidated Balance Sheets as of December 31, 1997 and 1998 and the
Consolidated Statements of Operations, Stockholders’ Equity and Comprehensive Income and Cash Flows for
each of the years in the three year period ended December 31, 1998 include Telecommunications, Partnership
and IWL as though these entities had always been a part of CapRock.

All previously outstanding shares of IWL common stock ceased to exist and each such share was
converted into and became exchangeable for one share of CapRock common stock, and all previously
outstanding shares of Telecommunications common stock ceased to exist, and each such share was converted
into and became exchangeable for 1.789030878 shares of CapRock common stock and each one percent (1%)
of the Partnership interests issued and outstanding was exchanged for 63,194.54 shares of CapRock common
stock. The Company issued 28,910,221 common shares in exchange for the outstanding common share of
Telecommunications, Partnership and IWL. Additionally, outstanding employee stock options of IWL and
Telecommunications were converted at the above exchange factors into options to purchase shares of
CapRock common stock. The mergers and interest exchange constituted a tax-free reorganization and was .
accounted for as a pooling of interests.

In May 1998, IWL changed its fiscal year end to coincide with the fiscal years of CapRock,
Telecommunications and the Partnership. The Consolidated Statement of Operations for the year ended
December 31, 1997 and 1998 combine the operating activity for all three entities for these years. The
Consolidated Statement of Operations for 1996 combine IWL’s operating activity for the year ended June 30,
1996 with Telecommunications and the Partnership operating activity for the year ended December 31, 1996.
The net income of IWL for the six month period ended December 31, 1996 was excluded from the
Consolidated Statement of Operations for the year ended December 31, 1996 in the amount of approximately
$260,000 as a result of the non-conforming year ends for such period. This amount was included as an
adjustment to retained earnings in the Consolidated Statement of Stockholders’ Equity. IWL's cash flow for
this six month period was added to the 1997 beginning balance in the Consolidated Statement of Cash Flows.

The transactions between CapRock, IWL and the Partnership havé been eliminated for all respective

periods presented. Certain reclassifications were made to IWL's financial statements to conform to CapRock’s
presentations.

3) Marketable Securities

Investments in marketable securities at December 31, 1998 consist of money market investments of
$46,666,281 and commercial paper securities of $50,353,508.

At December 31, 1998, the estimated fair value of the Company’s money market instruments and
commercial paper securities approximated cost, and the gross unrealized gains were not significant.
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(4) Property, Plant and Equipment

Property, plant and equipment, including assets acquired under capital leases of $1,732,000 as of
December 31, 1997 (no capital leases as of December 31, 1998), is comprised of the following:

Uselul lives 1997 1998
| 721 17 EA PP — $ 51,289 § 299,752
Buildings .. ....icoiiiiiiiiii i 20-31 982,484 1,188,812
Leasehold improvements. .......cooeeeeneninnnn Lease Term 330,468 1,191,277
Office equipment, furniture and other............. 5-7 4,264,606 9,706,840
. Telecommunications network . .. ..coivveeneiaaas 5-20 13,501,993 21,148,362
Equipment for rent/lease ...........ooiiiiiiiaas 7-10 12,003,374 16,658,582
Construction in progress .......oveveveaacacecens — 4,373,499 21,774,422
Total property, plant and equipment ...... 35,507,713 71,968,047
Less accumulated depreciation, including amounts
applicable to assets acquired under capital leases
of $721,667 and $0 as of December 31, 1997 and :
1998, respectively. .....oviiiiiiiiiiiiieninen, 8,167,114 12,361,295
Net property, plant and equipment ............... $27,340,599  $59,606,752
(5) Costs and Estimated Earnings in Excess of Billings
1997 1998
Costs incurred on uncompleted cONtracts. ... ...oeeeeivnetiaanans $381,074  $3,479,846
Estimated €arnings ... ... .uovitirereranccittiattaanaanaaoan 281,869 6,119,136
, 662,943 9,598,982
Less: billings todate .. .............. e et etaeereatetaan e 662,943 2,360,580
$ — $7,238,402

(6) Investment in Kenwood Systems Group

In September 1997, the Company sold its 50% ownership in Kenwood Systems Group, Inc. (“KSG”), a
California corporation. The remaining 50% of the voting common stock is owned by Kenwood Americas
Corporation (“KAC"). The results of operations from January 1, 1997 through the date of sale (Septem-
ber 30, 1997) of KSG have been reflected in the Company’s operating results. The Company recorded a gain
on the sale of KSG of $66,226 in 1997.

The investment was recorded using the equity method in which the original investment, adjusted for the
Company's proportionate share of KSG’s income, losses and dividend distributions, was recorded as a long-
term investment. The Company's original investment in KSG was $200,000. An additional investment of
$50,000 was made during the year ended December 31, 1997. The Company’s proportionate share of KSG’s
(losses) fearnings for the years ended December 31, 1996 and 1997 were $(25,873) and $115,107,
respectively. :

The Company received a management fee of $58,253 and $76,995 from KSG for the years ended
December 31, 1996 and 1997, respectively. Billings by the Company to KSG for the years ended
December 31, 1996 and 1997 for insurance, supplies, equipment and management fees totaled approximately
$128,178 and $174,500, respectively.
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(7) Leases

The Company leases equipment, office space, communication services and land and buildings (used for
transmission sites) under operating leases. Future minimum lease payments under these lease agreements for

each of the next five years are summarized as follows:

Year ending December 31,

$ 3,810,959
4,181,258
4,063,546
3,147,298
2,514,350
1,813,588

$19,530,999

As operating leases expire, it is expected that they will be replaced with similar leases. Rent expense
under operating leases totaled $768,108, $1,419,812 and $1,027,651 for each of the years ended December 31,

1996, 1997 and 1998, respectively.

(8) Debt

A summary of the lines of credit and the notes payable is as follows:

Senior notes, 12%, due 2008 . ... ..o iiiiiiiiiaen
Lines of credit, variable rates, 8.12% to 10.5%..........
Notes to banks, variable rates, 8.12% .................
Notes to banks, fixed rates, 8.5% t09.0% ..............
Term construction loan, variable rate, 8.5% ............
Notes to financing companies, variable rates ...........
Notes to financing companies, fixed rates ... ...........
Shareholder notes, 5.8% imputed rate .............. ...

B Y512t B R
Less: current portion of long-term debt................

Long-termdebt ....... ...t

1997

1998

5,275,608
2,274,590
1,968,674
9,550,892
180,328
1,026,733
128,167
49,773

$145,187,039

20,454,765

8,116,424

145,187,039

$12,338,341

$145,187,039

In July 1998, the Company issued, through a private placement under Rule 144A under the Securities
Act of 1998, as amended, $150 million aggtegate principal amount of its 12% Senior Notes due 2008 (the
“Senior Notes™), which closed on July 16, 1998. Interest on the Senior Notes is payable semi-annually in
arrears on January 15 and July 15 of each year, commencing on January 15, 1999, at the rate of 12% per
annum. The Senior Notes are presented net of unamortized debt issuance costs of $4,821,961. The
amortization of debt issuance cost is recorded to interest expense and such amount was $202,000 in 1998. The
net proceeds from the offering were used to repay existing debt obligations. Such proceeds for debt payoffs
totaled $26.8 million. The proceeds will be used to fund capital expenditures for the construction of its fiber
optic network, to expand its sales offices, for potential acquisitions and for general working capital purposes.

The funds have been invested in high-grade liquid securities.

The Senior Notes contain certain covenants which provide for limitations on indebtedness, dividends,
asset sales and certain other transactions and effectively prohibits the payment of cash dividends.
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In March 1996, the Company entered into a revolving credit facility with a bank for borrowings up to
$15 million. In December 1997, the Company entered into an amended agreement that provided for
borrowings up to $25 million. The line of credit was amended in J une 1998 and was increased to $7.0 million.
The balance outstanding as of December 31, 1997 under the line of credit was $1,152,329. The line of credit
was paid off in August 1998 with the proceeds from the Senior Notes.

The Company also entered into a secured revolving line of credit, which allowed the Company to borrow
up to a maximum of $5.0 million subject to borrowing base limitations on accounts receivable and inventory.
The Company also secured a guidance line of credit, which allowed the Company to borrow up to $5.0 million
to finance certain purchases and subsequent leases of communications equipment. These lines of credit were
paid off in August 1998 with the proceeds from the Senior Notes.

The Company had a loan agreement with a bank (“Term Construction Loan™) whereby it borrowed
$10.0 million used for the construction, start-up and related expenses of the fiber optic network. The loan was
initially secured by the network, investment securities of a shareholder, accounts receivable and guarantees of
certain shareholders. The balance outstanding for this loan as of December 31, 1997 was $9,550,892 and the
loan was paid off in August 1998 with the proceeds from the Senior Notes.

Certain sharcholders guaranteed the Term Construction Loan. In consideration, the Company agreed to
pay a one-time commitment fee equal to 1% of each shareholder’s guarantee. The guarantors were also paid a
loan guaranty fee by the Company equal to 7% of the amount of the lesser of $8.0 million or the average
outstanding daily principal of the loan. The bank released the guaranty requirement in April 1997 for certain
limited partners. The total accrued commitment fees and loan guarantor fees as of December 31, 1997 were
approximately $406,000. All commitment and guarantee fees were paid in full in August 1998 with the
proceeds from the Senior Notes. Such payments totaled approximately $430,000.

In 1994, the Company entered into note payable agreements with three officers of the Company
(“Shareholder Notes™) relating to stock repurchased by the Company. The unamortized discount was
$21,834 as of December 31, 1997. The Shareholder Notes were repaid in August 1998 with the proceeds from
the Senior Notes.

(9) Related Parties

In 1996 the Company entered into an agreement with a related party to manage the construction of the
fiber optic network build out for the initial 260 route miles, which was completed in 1997. Under this
agreement, the Company paid 4% of the costs of constructing this portion of the network, payable monthly at a
minimum of $15,000 per month. The Company paid management fees of $296,576 in 1997 and $461,576,
cumulative under the arrangement since construction of this segment commenced. This arrangement ceased
to exist in 1997.

The Company currently leases private line services from affiliated companies. Total payments to these
affiliated companies for services totaled $765,000 in 1997 and $1,176,000 in 1998. The Company believes that
the prices charged for such services do not exceed prices charged by unrelated partiés.

The Company's billing and back office systems are being developed by RiverRock Systems, Ltd.
(“RiverRock”), a limited partnership formed in July 1998. The Company owns a 49% interest in the limited
partnership and David E. Thompson owns a 50% limited partnership interest. Thompson Technology, Inc.
(which is owned by David Thompson, a brother of Jere W. Thompson, Jr. — CEO of CapRock Communica-
tions Corp.) is the general partner and owns a 1% general partnership interest. The Company contributed a
total of $170,000 in 1998 for the development of the systems and had committed to fund up to a total of
$700,000, as capital contributions to RiverRock. The investment balance of $86,000 as of December 31, 1998
was included in other assets.
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(10) Allowance for Doubtful Accounts

The activity in the allowance for doubtful accounts for the years ended December 31, 1997 and 1998 is as
follows:

1997 1998
Allowance for doubtful accounts at beginning of year.............. $ 399,216 § 1,781,335
Additions charged to bad debt expense . .........oiiiiiiiiiiiaann 1,382,119 1,649,773
Write-downs ¢harged against the allowance, net of recoveries ....... — (2,721,167)
Allowance for doubtful accounts atendof year..............ovven $1,781,335 § 709,941

(11) Lease Contracts

The Company provides telecommunications services to various customers under operating leases. The
services include agreements to lease capacity to customers over the fiber optic line, communications
equipment, line/satellite charges and/or maintenance charges. These leases impose certain obligations on
both the lessor and lessee, which. must be met during the term of the lease.

A significant portion of these services requires that the Company have access to international communi-
cation satellites. The Company has contracted with a Russian entity for rights to access its portion of an
international communications satellite. The Company has agreed to pay a recurring monthly fee to the entity
based on the amount of satellite space segment utilized by each lessee. Additionally, the Company has sold
communication equipment to the entity. The Company utilizes those facilities to provide communication
services to various United States energy and oil and gas companies and other customers doing business in
Russia.

The following is a summary of expected revenue to be eamed during the next five years by the Company
on lease agreements executed on or before December 31, 1998.

Year ending December 31:

1999 . ot ittt e et ae ettt et ettt e $ 8,051,952
2000 . 2 e ettt ee et e eaiaae ettt 7,243,418
.00} AU U 4,569,128
2002 . . ettt ettt itaaeataeeeatett e et 3,622,862
2003 it sttt et et taaa i aaesa e sty 3,182,282
Thereafter ..o oo veieesiensaancccasosossasaaaacasasannsas 5,244,940

TOtal v eeees e eitacaaeataaeaaacactaaananacinnn $31,914,582

(12) Stockholders’ Equity
Initial Public Offering
The Company, through its wholly owned subsidiary — IWL, completéd an initial public offering
(“IPO™) of common stock on June 12, 1997, issuing 1,450,000 shares at $6.00 per share. The proceeds, net of

commissions and expenses, from this IPO totaled $6,996,505. In July 1997, the underwriters exercised an over
allotment option and purchased an additional 62,496 shares resulting in net proceeds of $337,473.

Common Stock

CapRock was incorporated as a Texas corporation on February 3, 1998, to serve as a holding company for
the operations of Telecommunications, Partnership and IWL after completion of their business combination
(note 2) in conformance with the provisions of their Agreement and Plan of Merger dated February 16, 1998.
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The Company issued 28,910,221 common shares in exchange for the outstanding common shares of
Telecommunications, Partnership and IWL.

Telecommunications Employee Stock Option Plan

In September 1997, Telecommunications adopted a stock option plan (the “Telecommunication Plan™)
pursuant to which the Company’s Board of Directors may grant nonqualified options to employees. The
Telecommunications Plan authorized grants of options to purchase up to 10% of the common shares
outstanding. All Telecommunications stock options have a ten-year term and cannot be exercised prior to
September 1, 1998. The options vest in 20% increments over a five-year period. All options expire August 31,
2007. Upon consummation of the merger, the outstanding stock options under this plan were converted at the
exchange factor (note 2) into options to purchase shares of CapRock common stock.

In 1997, Telecommunications granted 380,899 nonqualified stock options under the Telecommunications
Plan with an exercise price of $1.00 per share. The Company recorded deferred compensation of $417,100
related to these stock option grants, which will be recognized over the vesting period. As of December 31,
1998, 34,501 of the options previously granted were forfeited and canceled, 17,504 options were exercised and
328,894 options were outstanding.

IWL Incentive Stock Option Plan

In 1996, IWL adopted an Employee Incentive Stock Option Plan (“IWL Incentive Plan™). The option
price per share could not be less than the fair market value of a share on the date the option is granted.
Options under such plan generally vest at the rate of 20% per year over a five year period; however; the Board
at its discretion may accelerate the vesting schedule. All options granted under the IWL Incentive Plan on or
prior to the IPO date, June 12, 1997, vested in full on the offering date. IWL granted 342,214 options under
the plan. The stock options expire ten years from the date of grant. Upon consummation of the merger, the
outstanding stock options under this plan were converted at a one to one ratio to purchase shares of CapRock
common stock.

As of December 31, 1998, 24,000 of the options previously granted were forfeited, 50,141 options were
exercised and 268,073 options were outstanding. No additional options are available for grant under the [WL
Incentive Plan.

Warrants

The Company issued to its investment bankers warrants to purchase up to 145,000 shares of common
stock, at an exercise price equal to 120% of the IPO price. Upon consummation of the merger, the outstanding
warrants were converted at a one to one ratio to purchase shares of CapRock common stock. All of the
warrants were outstanding as of December 31, 1998.

The warrants have certain demand and “piggy-back” registration rights that may require the Company to
register for resale the shares of Common Stock issuable under the warrants. Thc \warrants are exercisable for a
period of four years, beginning June 12, 1998.

CapRock Equity Incentive Plan

On August 26, 1998, in connection with the approval of the merger, the shareholders of the Company
approved an equity incentive plan (the “CapRock Plan"). The CapRock Plan authorized the granting of
awards, which would allow up to an aggregate of 5,000,000 share of common stock to be acquired by
participants and provides that a maximum of 2,500,000 shares of common stock may be issued to any one
participant. All prospective equity grants will be issued from the CapRock Plan. The awards under the Plan
may take the form of stock options, stock appreciation rights, restricted stock awards, deferred stock, stock
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reload options, stock appreciation rights, restricted stock awards, deferred stock, stock related optiéns and
other stock based awards.

Stock options granted under the CapRock Plan may be either options that are intended to qualify for
treatment as incentive stock options under Section 422 of the IRS tax code or options that do not so qualify
(non-qualified stock options). Options under the Plan may be granted to any person who is an officer or other
employee or consultants of the Company or any of its subsidiaries. The exercise price of incentive stock
options must be at least the fair value of a share of the common stock on the date of grant (and not less than
110% of the fair market value of a share of the common stock on the date of grant). The exercise price of non-
qualified stock options may be less than 100% of the fair market value of a share of the common stock on the
date of grant. The term of the option may not exceed 10 years (5 years in the case of incentive stock options
granted to an optionee owning 10% or more of the common stock).

During 1998, the Company granted 1,681,600 options under this plan and these options vest over five
years. As of December 31, 1998, 48,700 of the options granted were forfeited and canceled, none of the options
granted had been exercised and 1,632,900 of the options were outstanding.

Director Stock Option Plan

On August 26, 1998, in connection with the approval of the merger, the shareholders of the Company
approved the Director Stock Option Plan (the “CapRock Director Plan”). All options to be granted under the
CapRock Director Plan will be non-qualified stock options. A total of 400,000 shares of common stock have
been reserved for issuance under the CapRock Director Plan. Each option will expire ten years from the date
of grant and the options vest over three years. Outstanding options will expire earlier if an optionee terminates
service as a director before the end of the first ten-year term. As of December 31, 1998, the Company granted
30,000 options under -this plan and all were outstanding as of December 31, 1998.

The remaining options available for future grant as of December 31, 1998 are 3,363,586 options under the
CapRock Plan and 370,000 under the CapRock Director Plan.

A summary of options activity under the plans described above is as follows:

Weighted-

Number average

of optioans exercise price
Balance at December 31, 1996 ... ... iiiiiiiinnnnnnnnn 160,614 $3.62
Options granted . ....ooiii it i e 552,499 2.25
Options exercised. . . ...t iiiiiiiiiieerineanaeanans (13,919) 3.56
Options forfeited .........coiiiiiiiiiiiiiiiiaanaa., (8,275) .56
Balance at December 31, 1997 ... ... i 690,919 2.56
Options granted ... ..oiiiiinininiiiii i, 1,721,600 6.58
Options exercised. .. ..o viiinnniiii ittt (53,726) 3.4
Options forfeited ... .ooiiiiiiiiiii e (98.926) 4.80
Balance at December 31, 1998 ... ... ... i it 2,259,867 $5.51
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A summary of options outstanding as of December 31, 1998 is as follows: -

Number of Weighted-average Number of
Exercise Optious remaining contractual options
price outstanding life exercisable
$ .56 328,894 8.77 52,241
3.56 109,918 6.92 109,918
4.49 10,555 71.36 10,555
6.00 132,600 8.40 28,167
6.25 5,000 8.63 1,000
6.50 1,662,900 9.79 —_
20.25 10,000 9.22 L=
2,259,867 9. 201,881

The Company applied the intrinsic value method prescribed by APB Opinion No. 25 in accounting for its
plans. SFAS No. 123 requires disclosure of the compensation cost for stock-based incentives granted based
upon the fair value at grant date for awards. Applying SFAS No. 123 would result in pro forma net income
and earnings per share (“EPS”) amounts as follows:

1996 1997 1998
Net income (loss) ......cccvvvvriianan... As reported  $323,591  $2,561,767  $223,093
Pro forma 319,000 2,385,000 (762,238)
BasicEPS ............ ... . L. Asreported § 001 § 009 $ 001
Pro forma 0.01 0.09 (0.03)
Diluted EPS ... ... ... ..., Asreported $ 001 § 009 $ 0.1
Pro forma 0.01 0.08 (0.03)

The fair value of each option grant was estimated using the Black-Scholes option pricing model with the
following assumptions: risk free interest rates of 5.8%, 5.8% and 5.75%; expected option lives of 2.5, 2.5 and
3 years; expected volatility of 55%, 55% and 52%, and no expected dividend yield, in 1996,-1997 and 1998,
respectively.

(13) Income Taxes

Year ended December 31, 1996

U.S. Federal Foreign State Total
Current . ..ot i i e $ 175404 $149,832° § — $ 325,236
Deferred ... .ouuniiiiiiiiiiiiiinn.. (87,737) — (10,351) (98,088)
Total ... .. i, $ 87667 $149.832 $(10,351) $ 227,148
Year ended December 31, 1997
U.S. Federal Foreign State Total
L3 11 ) 1| $ 946,703 $112,659 $ 69,952 $1,129,314
Deferred ...... . i, 364,993 — 19,254 384,247
Total ... ... i $1,311,696 $112659 § 89,206 $1,513,561
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Year eaded December 31, 1998

U.S. Federal Foreign State Total
CUITENAL .+ oo ottt e teeeanaeanasannnanann $ —_ $ — $ 60632 § 60,632
Deferred ... iiiiiiiiii i iiienn 896,739 134,442 174,675 1,205,856
Total « i e $ 896,739 $134,442 $235307 $1,266,488

Foreign income taxes results from taxes withheld on sales related to Russian operations. Operating
income (loss) from such operations for the years ended December 31, 1996, 1997 and 1998 were $436,000 and

$555,000 and $(441,000), respectively.

Income tax expense differs from the amount computed by applying the federal income tax rate of 34% to
earnings before taxes, as follows:

1996 1997 1998

Income tax provision at 34% .. ... ..ottt $187,251 $1,385612 § 506,458
Merger expenses not deductible for tax purposes ........ — —_ 612,000
Expenses not deductible for tax purposes............... 11,990 33,094 28,488
State income tax expense, net of federal effect.......... (10,351) 89,206 155,303
Effect of foreign operations, including foreign tax

L Uo7 {10 S I (53,071) (49,326) —
Exclusion of Partnership income tax benefit ............ 84,000 39,000 —_
1@ 11 1=Y 7,329 15,975 (35,761)

1 A $227,148  $1,513,561  $1,266,488

Effective January 1, 1998, the Partnership elected to be taxed as a corporation. As such, deferred taxes
and tax provisions have been established in 1998. The pro forma tax benefit in 1996 and 1997 was
approximately $84,000 and $39,000, respectively, if the partnership would have been taxed as a C corporation
in those years.

The tax effects of temporary differences and carryforwards, which result in a significant portion of the
deferred tax assets and liabilities are as follows: :

1997 1998

Assets Liabilities Assets Liabilities

Effect on deferred taxes of carryforwards .... $116958 § —  $2,035899 § —

Foreign tax credit........oooioaiiiaaaes 25,600 —_ 207,235 —

Allowance for doubtful accounts ........... 654,875 — 245,263 —
Uneamed compensation ...............een 1,717 — — 16,864
Deferred revenue . .....covivieneanceanas 1,142 — —_ 1,906,520

Accrued vacation pay ..........cccciaaaaa- 27,200 — ~ 39,560 —
Property, plant and equipment ............. — * 968,265 — 1,960,602

Other . ittt it it i eee e e cnanannn 9,311 — 30,711 —
Total deferred taxes .. ............ $848.803  $968,265 $2,558,668  $3,883,986

A net operating loss of $5,278,132 was generated in 1998 and the operating loss will be used to offset
future taxable income. The net operating loss carryforward will expire in year 2013; however, management
believes that this carryforward will be utilized prior to expiration. No valuation allowance for deferred taxes at
December 31, 1997 and 1998 is considered necessary as management has determined that it is more likely
than not that these assets will be realized. The ultimate realization of deferred tax assets is dependent upon the
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generation of future taxable income during the periods in which those temporary differences become
deductible. The Company considered the scheduled reversal of deferred tax liabilities, projected future taxable
income, and tax planning strategies in making this assessment.

(14) Commitments

The Company has an agreement with various vendors, which require minimum usage. In the event such
monthly commitments are not met, the Company is required to remit to the vendor the difference between the
commitments and the actual usage. Such amount, if necessary, would be recorded as cost of revenue in the
period incurred.

The Company entered into a volume purchase commitment of $13 million relating to the purchase of
telecommunications equipment. In the event the $13 million commitment is not fulfilled by CapRock, the
Company shall pay the vendor a penalty ranging from 3%-13% of the purchase commitment. The Company
believes that no penalties will be incurred under this contract. '

(15) 401(k) Plans

The Company and a subsidiary offer its qualified employees the opportunity to participate in one of its
defined contribution retirement plans qualifying under the provisions of Section 401(k) of the Internal
Revenue Code. Each employee may contribute on a tax deferred basis a portion of annual earnings not to
exceed $9,500. The Company matches individual employee contributions in certain plans, up to a maximum
level, which in no case exceeds 6%. The Company’s matching contributions to the Plan (after forfeitures) for
the years ended December 31, 1996, 1997 and 1998 were $23,367, $30,287 and $81,086, respectively.

(16) Acquisition

In January 1998, the Company completed the acquisition of Integrated Communications and Engineer-
ing, Ltd. (“ICEL"), a communications systems integrator and maintenance provider in Aberdeen, Scotland.
The Company paid a total purchase price of approximately $2.2 million comprised of approximately $610,000
in cash and 207,266 shares of the Company’s common stock. The acquisition was accounted for as a purchase
business combination, and accordingly the purchase price was allocated to assets acquired and liabilities
assumed. Approximately $ 1.6 million was recorded as goodwill and $300,000 was allocated to contracts as a
result of the transaction.

The following summarizes the unaudited consolidated data as though the acquisition of ICEL occurred
‘as of the January 1, 1997:

Historical Pro Forma
Revenue ... ... ... ... .. ... ... ... ... ... $75,349,466 $78,676,598
Netincome....................... ... ... .. 2,561,767 2,681,147
Eamings pershare ................. .. ... . .. 009 - 0.10

(17) Subsequent Events

In February 1999, the Company entered into a joint build amangement with Enron Communications,
Inc., a wholly owned subsidiary of Enron Corp., to jointly build approximately 1,050 miles of fiber optic
network within the state of Texas. The build plan includes four conduit ducts to be placed throughout the
1,050 miles, with one and one-quarter conduits to be owned and funded by CapRock and one and one-quarter
conduits to be owned and funded by Enron Communications, Inc., and one and one-half conduits to be owned
and funded by a limited partnership formed by CapRock and Enron Communications, Inc. The limited
partnerskip will sell a specified amount of fiber usage rights and CapRock will own 48 fibers.
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The total required capital contributions will depend on the costs to construct the segment. CapRock and
Enron are committed to each contribute equally to fund the construction. The total construction costs for the
1,050 miles are estimated at approximately $100 million.

(18) Segment Reporting and Concentration of Customers

In June 1997, the Financial Accounting Standards Board issued Statement No. 131, Disclosures abou:
Segments of an Enterprise and Related Information, which the Company has adopted in 1998. The Company
identifies such segments based on management responsibility. The Company measures segment profit as
operating income, which is defined as income before interest expense and income taxes. The service revenue
from the Telecommunications Division include all revenues generated from the sale of telecommunications
products to business and residential customers. These products include local, long distance, Internet, data and
private line services. The Fiber Division includes the operating activity and the assets relating to the fiber build
out. The revenues for the Fiber Division primarily relate to the sale of dark fiber through IRUs. The product
and service revenue from the Services Division include revenues generated from the design, installation,
leasing and sale of voice and data systems and products, primarily to companies in the oil and gas industry.
The Corporate Division includes certain general and administrative functions and operating expenses and the
merger related expenses of $2.3 million, which comprise the segment operating loss of $3.5 million in 1998.
The general and administrative expenses were allocated to each of the respective divisions prior to 1998.
Information regarding operating segments is as follows (amounts are in thousands):

Year Ended December 31, 1996

Telecommunications Fiber Services Corporate Coasolidated
Revenue from external customers....... $23,174 $— $27,796 $— $50,970
Depreciation and amortization ......... 479 54 1,003 —_ 1,536
Operating income .. ........c..co. ... 44 (228) 1,278 —_ 1,094
Total assets ....covvirininninnnnn. 1,356 8,757 12,409 — 28,522
Year Ended December 31, 1997
Telecommunications Fiber Services Corporate Counsolidated
Revenue from external customers....... $46,745 $1,945  $26,659 $— $75,349
Depreciation and amortization ......... 694 902 1,750 —_ 3,346
Operating income . ................... 3,226 671 1,562 — 5,459
Totalassets ........covivvnnennnnnn.. 13,327 9,779 26,283 — 49,389
Year Eaded December 31, 1998
Telecommunications Fiber Services Corporate Consolidated
Revenue from external customers. . . ... $75,768 $11,930 $34,798 $(722) $121,774
Depreciation and amortization ........ 1,113 744 2,993 37 4,887
Operating income .........c.cocuu... . 3,280 8,128 (55) (3,528) 7,825
Totalassets ...........cciiuuinnnn. 26,929 39,175 34,064 91,798 191,966

All significant transactions and agreements of the Company, with the exception of the operations of
" ICEL (Scotland) are generated in U.S. dollars. The pertinent data relating to foreign operations is as follows
(amounts are in thousands):

Year Ended December 31, 1996

U.S. Mexico Russia Taternational Cousolidated
Revenue to external customers ............... $44,285 $1,761  $2,281 $2,643 $50,970
Operating income (loss) ..................... 451 273 436 (66) 1,094
Long-lived assets ............ ... .......... 15,901 — — — 15,901
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Year Ended December 31, 1997

U.S. Mexico Russia International Consolidated
Revenue to external customers ............... $57,706  $6,495  $1,905 $9,243 $75,349
Operating income . ........ccovuieenennannnns 3,464 1,216 555 224 5,459
Long-livedassets .........ccoiiineinnennnnn. 217,341 —_ — — 27,341
Year Ended December 31, 1998
U.S. Mexico India Russia Scotland laternational Consolidated

Revenue to external customers ... $79,185 $16,611 $4,766 $2,312 $5,207 $13,693 $121,774
Operating income (loss) ........ 3,766 1,920 415 (441) 8 2,157 7,825
Long-lived assets .............. 58,893 — — —_ 2,508 — 61,401

All revenue was derived from unaffiliated customers. For the years ended December 31, 1996 and 1997
one customer provided $11,681,000 (or 23%) and $9,349,000 (or 12%) of the Company’s revenue,
respectively. For the year ended December 31, 1998, one customer provided $13,985,000 (or 11%) and
another customer provided $12,344,000 (or 10%) of the Company’s revenue.

(19) Quarterly Results

The Company’s unaudited quarterly results are as follows (amounts are in thousands, except share data):

For the 1997 Quarter Ended
Marcch 31 Juae 30 Sept. 30 Dec. 31

Revenue .............. ..., et $17,022 $18,649 519,039  $20,640
Gross Profit. . ..o ittt it it ittt e 4,197 5,631 6,109 6,941
Net INCOME .. ittt ittt et ieiaaeaaannannannns 115 721 970 756
Basic and diluted earnings pershare ....................... — 0.03 0.03 0.03

For the 1998 Quacter Ended
March 31 June 30 Sept. 30 Dec. 31

ReVENUE ...ttt e e e e $24,412  $27,008 $35,284  $35,070
Gross Profit. .. cuutii ittt it ettt i 8,183 9,202 9,309 11,860
Netincome (J0SS) .. oovvniiiiii ittt i iaierineann. 1,358 1,515 (1,650)  (1,000)
Basic and diluted earnings (loss) per share ................. 0.05 0.10 (0.06) (0.03)
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

Revenues:
Carriers' carrier
Integrated services
Systems services
Total revenues

Cost of services
Gross profit
Operating expenses:
Selling, general and administrative
Depreciation and amortization
Total operating expenses
Operating income
Interest expense
Interest income
Other income (expense)
Income (loss) before income taxes
Income tax expense (benefit)
Net income (loss)

Earnings (loss) per common share:
Basic
Diluted

Weighted average shares outstanding:
Basic
Diluted

(unaudited)

Three Months Ended June 30,

Six Months Ended June 30,

See accompanying notes to consolidated financial statements.

1998 1999 1998 1999
$ 15678344  $ 25310,226  $ 28,441,449  $ 49,762,391
3,855,662 4,643,366 8,124,550 9,147,678
7,473,680 7,606,334 14,854,049 15,686,148
27,007,686 37,559,926 51,420,048 74,596,217
17,805,618 22,538,163 34,035,363 44,919,231
9,202,068 15,021,763 17,384,685 29,676,986
5,124,429 12,461,013 9,559,679 25,011,962
1,186,691 1,857,185 2,250,368 3,337,348
6,311,120 14,318,198 11,810,047 28,349,310
2,890,948 703,565 5,574,638 1,327,676
(476,312) (5,880,292) (958,327) (10,135,767)
7,247 2,156,543 38,951 3,001,594
104,376 (115,596) 104,924 (135,015)
2,526,259 (3,135,730) 4,760,186 (5,941,512)
1,011,539 (1,234,623) 1,887,318 (2,335,043)
$ 1514720 8§ (1901157) _$ 2872868 S (3.606469)
$ 005 $ (0.06) § 010 § (0.12)
$ 005 $ (0.06) 8 010 § (0.12)
28,863,014 31,700,270 28,849,504 30,321,420
29,481,602 31,700,270 29,465,246 30,321,420
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CONSOLIDATED STATEMENTS OF CASH F LOWS

(unaudited)

Cash flows from operating activities:
Net income (loss)
Adjustments to reconcile net income (loss) to net cash provided by
(used in) operating activities:
Depreciation and amortization
Gain on sale of assets
Deferred income taxes
Equity earnings (loss) of unconsolidated Jjoint venture
Compensation expense related to stock option grants
Amortization of debt issuance costs, included in interest expense
Changes in operating assets and liabilities: ’
Accounts receivable and unbilled services
Inventory
Costs and earnings in excess of billings
Prepaid expenses and other
Accounts payable and accrued liabilities
Income taxes receivable
Billings in excess of costs and estimated earnings
Unearned revenue
Net cash provided by (used in) operating activities

Cash flows from investing activities:
Purchases of Property, plant and equipment
Purchase of marketable Securities
Proceeds from sale of marketable securities
Proceeds from disposal of property, plant and equipment
Investment in unconsolidated subsidiary
Purchase of ICEL
Net cash used in investing activities

Cash flows from financing activities:

Proceeds from issuance of long-term debt

Principal payments on notes payable

Proceeds from issuance of senjor notes, net of debt issuance

Proceeds from lirie of credit

Principal payments on line of credit

Purchase of treasury stock

Proceeds from issuance of common stock

Principal payments under capital lease obligations

Net cash provided by financing activities

Effect of exchange rate on cash and cash equivalents
Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of period
Cash and cash equivalents at end of period

Supplemental disclosure of cash flow information:

Cash paid for interest

Cash paid for income taxes :
Non-cash investing activity:

Issuance of stock for ICEL acquisition

Six Months Ended June 30,

1998 1999
$ 2872868 g (3,606,469)
2,250,368 3,337,348
(23,990) (3.314)
657,509 (2,569,446)
(83,750) 98,291
41,712 -
- 392,594
(2,131,659) (26,059,905)
(69,544) 52,143
(1,355,000) 6,905,134
(1,405,769) (1,371,682)
3,270,013 5,013,586
(332,238) -
211,997 2,848,647
(215,107) 66,538
3,687,410 (14,896,535)
(8,654,989) (45,716,670)
- (283,613,169)
- 73,199,025
201,365 4,749,200
- (6,787,651)
(609,822) -
(9,063,446) T (25%,165,265)
9,978,143 -
(8,782,224) -
- 201,431,919
31,611,788 -
(30,162,438) -
- (124,324)
61,790 82,564,088
(116,253) -
2,590,806 283,871,683
6,892 (14,171)
(2,778,338) 10,791,712
3,520,017 293,860
S 741,679 =3 11,085,572
S__943377 5 8950,000
$ 1250000 s
$ 1577814 s -

See accompanying notes to consolidated financial statements,
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CAPROCK COMMUNICATIONS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(1) Summary of Significant Accounting Policies
(a) Basis of Presentation and Nature of Business

The consolidated financial statements include CapRock Communications Corp. ("CapRock" or the
"Company") and its majority owned subsidiaries. The Company was formed on February 3, 1998, to serve
as a holding company for the operations of CapRock Telecommunications Corp., a Texas corporation
("Telecommunications"), CapRock Fiber Network Ltd., a Texas limited partnership ("CapRock Fiber"),
and IWL Communications, Incorporated, a Texas corporation, doing business as CapRock Services Corp.
("CapRock Services") and its wholly owned subsidiaries upon the consummation of the business
combination of those companies (the "Combination"). All significant inter-company transactions are
eliminated in the consolidation. The equity method is used to account for unconsolidated investments in
companies in which the Company exercises significant influences over operating and financial policies, but
does not have a controlling interest. On August 26, 1998, pursuant to the Agreement and Plan of Merger
and Plan of Exchange dated February 16, 1998, as amended (the "Merger Agreement"), among the
Company, Telecommunications, CapRock Fiber, CapRock Services and certain other parties, the Company
completed the Combination (note 2).

The Company is a regional facilities-based integrated communications provider offering local, long
distance, Internet, data and private line services to small and medium-sized businesses. The Company also
provides switched and dedicated access, regional and international long distance, private lines and dark
fiber to camrier customers. The Company is in the process of building an advanced fiber network
throughout Texas, Louisiana, Oklahoma, Arkansas, New Mexico and Arizona. Additionally, the Company,
through its wholly owned subsidiary — CapRock Services, provides communications solutions to customers
with operations in remote, difficult-access regions. The Company markets its services through its internal
sales representatives and a network of independent agents.

The accompanying consolidated financial statements, which should be read in conjunction with the
consolidated financial statements and footnotes included in the Company's 1998 Annual Report on Form
10-K, have been prepared in accordance with generally accepted accounting principles for interim financial
information. Accordingly, they do not include all of the information and footnotes required by generally
accepted accounting principles for complete financial statements. In the opinion of management, all
adjustments (consisting only of normal recurring adjustments) considered necessary for a fair presentation
have been included. Accounting measurements at interim dates inherently involve greater reliance on
estimates than at year-end. The results of operations for the six months ended June 30, 1999 are not
necessarily indicative of the results to be expected for the entire fiscal year ending December 31, 1999.

(2) Business Combination

On August 26, 1998, pursuant to the Merger Agreement, the Company completed the Combination
with Telecommunications, CapRock Fiber and CapRock Services. Accordingly, the Consolidated Balance
Sheets as of December 31, 1998 and June 30, 1999 and the Consolidated Statements of Operations and
Consolidated Statements of Cash Flows for the six months ended June 30, 1998 and 1999 include

Telecommunications, CapRock Fiber and CapRock Services as though these entities had always been a part
of CapRock.

Upon the consummation of the Combination, all previously outstanding shares of CapRock Services
common stock ceased to exist and each such share was converted into and became exchangeable for one
share of CapRock common stock, and all previously outstanding shares of Telecommunications common
stock ceased to exist, and each such share was converted into and became exchangeable for 1.789030878
shares of CapRock common stock and each one percent (1%) of CapRock Fiber interests issued and
outstanding was exchanged for 63,194.54 shares of CapRock common stock. The Company issued
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28,910,221 common shares in the Combination, Additionally, outstanding employee stock options of
CapRock Services and Telecommunications were converted at the above exchange factors into options to
purchase shares of CapRock common stock. The mergers and interest exchange constituted a tax-free
reorganization and was accounted for as a pooling of interests. .

In May 1998, CapRock Services changed its fiscal year end to coincide with the fiscal years of
CapRock, Telecommunications and CapRock Fiber. The Consolidated Statement of Operations for the six
months ended June 30, 1998 and 1999 combine the operating activity for all three entities for these periods.

The transactions between Telecommunications, CapRock Services and CapRock Fiber have been
eliminated for all respective periods presented. Certain reclassifications were made to CapRock Services'
financial statements to conform to CapRock's presentations.

The results of operations for the separate companies and the combined amounts presented in the
Consolidated Financial Statements for periods prior to the Combination follow:

Three Months Six Months
Ended Ended
June 30, June 30,
1998 1998
Net sales:
Telecommunications $ 16,446,136 $ 32223086
CapRock Fiber 1,970,442 2,551,337
CapRock Services 8,591,108 16,645,625
Combined $ 27,007,686 $ 51,420,048
Net income (loss):
Telecommunications $ 888,033 3 1,785,274
CapRock Fiber 799,982 870,304
CapRock Services (173,295) 217,290
Combined $ - 1,514,720 3 2,872,868

3) Secondary Public Offering

registration statement for the equity offering was declared effective by the SEC on May 6, 1999 and closed
on May 12, 1999. The net proceeds after the underwriter’s discount and the expenses associated with
offering from the sale of the stock were approximately $82.0 million.

4) Senior Note Offering

On May 18, 1999, the Company issued $210 million aggregate principal amount of private senior
notes (the 1999 Senior Notes™) due May 1, 2009. Interest on the 1999 Senior Notes is payable semi-
annually in arrears on May 1 and November 1 of each year, commencing November 1, 1999, at the rate of
11%% per year. The Company received net proceeds from the offering, after deducting the initial
purchasers’ discount and expenses, of approximately $201.4 million. The 1999 Senior Notes are senior
unsecured obligations and as such rank pari passu in right of payment with the Company’s existing senior
notes issued in July 1998 (the “1998 Senior Notes™) and with all the Company’s future unsecured and
unsubordinated indebtedness. The indenture governing the 1999 Senior Notes has restrictions similar to
those which currently exist for the Company’s 1998 Senior Notes. The proceeds have been, and will be,
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used to fund capital expenditures for the construction of the fiber optic network, switching equipment and
other capital expenditures and to expand its sales offices, for potential acquisitions and for general working
capital purposes. Unutilized funds have been invested in short-term, high-grade investment securities
classified as available for sale. :

In July 1999, the Company filed an Exchange Offer Registration Statement with the SEC for the
registration of $210 million of principal amount of its registered senior notes due May 1, 2009 (the
“Exchange Notes™) to be offered in exchange for the 1999 Senior Notes (the “Exchange Offer”). The
Exchange Offer Registration Statement was declared effective by the SEC on July 30, 1999 and the
Exchange Offer has commenced. The Exchange Offer expires on September 1, 1999, unless extended.
The terms of the Exchange Notes will be identical in all material respects to the 1999 Senior Notes except
that the Exchange Notes have been registered under the Securities Act of 1933, as amended.

5) Earnings per share

The following table sets forth the computation of basic and diluted earnings (loss) per share:

Three Months Ended Six Months Ended
June 30, June 30,
1998 1999 1998 1999
Numerator:
Net income (loss) $ 1,514,720 $ (1,901,157) $ 2,872,868 $ (3,606,469)
Denominator:
Denominator for basic earnings (loss)
per share-weighted average shares
outstanding 28,863,014 31,700,270 28,849,504 30,321,420
Effect of dilutive securities:
Employee stock options 618,588 - 615,742 -
Denominator for diluted earnings (loss)
per share-weighted average shares
outstanding 29,481,602 31,700,270 29,465,246 30,321,420
Basic and diluted eamings (loss) per share $ 005 $ (0.06) % 0 $ 0 (12
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6) Segment Reporting

In June 1997, the Financial Accounting Standards Board issued Stateme
Segments of an Enterprise and Related Information, which the Company ad
identifies such segments based on manage
operating income, which is defined as income b

revenue from the Telecommunications Division

assets relating to the fiber build out. The revenues for
fiber through IRUs. The product and service revenu
generated from the design, installation, leasing and sa
to companies in the oil and gas industry. The
administrative functions and operating expenses. Info

Revenues
Depreciation and amortization
Operating income

Total assets

Revenues

Depreciation and amortization
Operating income

Total assets

Revenues

Depreciation and amortization
Operating income

Total assets

Revenues

Depreciation and amortization
Operating income

Total assets

ment res,

Three Months Ended June 30, 1998

nt No. 131, Disclosures about
opted in 1998. The Company
ponsibility. The Company measures segment profit as
efore interest expense and income taxes,
includes all revenues generated from the sale of

The service

sale of dark
e from the Services Division includes the revenues
le of voice and data systems and products, primarily
Corporate Division includes certain general and
rmation regarding operating segments is as follows:

Telecommunications Fiber Services Corporate Ci lidated
$ 16,452,774 $ 1,963,804 $ 8,591,108 $ - $ 27,007,686
252,941 211,926 721,824 - 1,186,691

1,516,842 1,500,059 (125,953) - 2,890,948
16,593,523 13,724,448 29,728,156 2,000 60,048,127

Three Moaths Ended June 30,1999
Telecommunications Fiber Services Corporate C lidated
$ 18,245,203 $ 11,708,389 $ 7.606,334 $ - $ 37,559,926
802,803 286,184 768,198 - 1,857,185
(5,666,467) 9,266,669 28,671 (2,925,308) 703,565
38,193,619 81,443,332 27,964,220 331,931,694 479,532,865
Six Months Ended June 30, 1998

Telecommunications Fiber Services Corporate Consolidated
$ 32,223,086 $ 2,551,337 $ 16,645,625 $ - $ 51,420,048
484,361 396,853 1,369,154 - 2,250,368

3,077,841 1,824,007 672,790 - 5,574,638
16,593,523 13,724,448 29,728,156 2,000 60,048,127

Six Months Ended June 30, 1999

Telecommunications Fiber Services Corporate Consolidated
s 35,549,874 $ 23,360,195 $ 15,686,148 $ - $ 74,596,217
1,335,406 494,184 1,507,758 - 3,337,348
(8,354,002) 16,964,543 372,540 (7,655,405) 1,327,676
38,193,619 81,443,332 27,964,220 331,931,694 479,532,865

All revenue was derived from unaffiliated customers.
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7) Fiber Build Agreement

In February 1999, the Company entered into a joint build arrangement with Enron Communications,
Inc., a wholly owned subsidiary of Enron Corp., to jointly build approximately 1,050 miles of fiber optic
network within the state of Texas. The build plan includes four conduits to be placed throughout the 1,050
miles, with one and one-quarter conduits to be owned and funded by CapRock and one and one-quarter
conduits to be owned and funded by Enron Communications, Inc., and one and one-half conduits to be
owned and funded by a limited partnership formed by CapRock and Enron Communications, Inc. The
limited partnership will sell a specified amount of fiber usage rights and CapRock will own 48 fibers.

The total required capital contributions will depend on the costs to construct the segment. CapRock
and Enron are committed to each contribute equally to fund the construction. The total construction costs
for the 1,050 miles are estimated at approximately $100 million.

8) Fiber Network Expansion

In June 1999, the Company publicly announced that it extended the planned build out of its fiber
network to include Arizona. When completed, this expansion will increase the Company’s fiber network
by approximately 600 route miles to approximately 6,100 route miles and connect Phoenix and Tucson,
Arizona with El Paso, Texas and the Company’s previously planned five-state network. The Company
anticipates completion of the Arizona portion of its network in the first half of 2000.




ITEM 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis should be read in conjunction with CapRock's consolidated
Jfinancial statements and notes thereto Jor the year ended December 31, 1998. The Company believes that
all necessary adjustments (consisting of normal recurring adjustments) have been included in the amounts
stated below to present fairly the following quarterly information. Accounting measurements at interim
dates inherently involve greater reliance on estimates than at year-end. The results for interim periods are
not necessarily indicative of results to be expected for the year. In this Form ] 0-O, the “Company, "
"CapRock,” "we,” "us" and "our” refer to CapRock and its subsidiaries, including Telecommunications,
CapRock Fiber and CapRock Services, which are our three predecessor companies, as well as CapRock
Network Services, L.P., CapRock Telecommunications Leasing Corp. and CapRock Design Services, L.P.,
unless the context otherwise requires.

Forward Looking Information

This Quarterly Report on Form 10-Q includes forward-looking staternents. We have based these
forward-looking statements on our current expectations and projections about future events. These
forward-looking statements are subject to risks, uncertainties and assumptions about CapRock, including:

® our anticipated growth strategies,

* anticipated trends in our business, including trends in technology and the growth of
communications network products and services,

* future expenditures for capital projects, and
e our ability to continue to control costs and maintain quality.

Our actual results could differ materially from those anticipated in these forward-looking statements as
a result of various factors, including risks related to, among other things, building a fiber network
(including obtaining the necessary rights-of-way, permits and regulatory approvals), supply and demand for
data services, competition, the need for additional capital, debt and interest payment obligations,
restrictions in our senior note indenture, rapid growth, dependence on local telephone companies and long
distance carriers, our information systems, retention of key personnel, dependence on major customers,
year 2000 problems, the continued integration of our predecessor companies, service interruptions,
potential liability as an internet service provider and protection of our intellectual property.

We undertake no obligation to publicly update or revise any forward-looking statements, whether as a
result of new information, future events or otherwise. Because of these risks, uncertainties and
assumptions, the forward-looking events discussed in this Form 10-Q might not occur.

Overview

We own and operate a scalable long-haul fiber network which upon completion is expected to cover
approximately 6,100 route miles throughout the Southwest region, which includes Texas, Louisiana,
Arkansas, Oklahoma, New Mexico and Arizona. This fiber network supports the voice, data, bandwidth
and dark fiber services we provide to our carrier and retail customers.

In August 1998, we announced that we had completed a business combination transaction in which our
predecessor companies combined to form our Company as it exists today. The combination was accounted
for as a pooling of interests. Accordingly, our consolidated results include our three predecessor companies
(i.e., Telecommunications, CapRock Fiber and CapRock Services) as though these entities had always been
a part of CapRock.

We intend to be the premier provider of carriers' carrier services and the leading facilities-based
integrated communications provider in the Southwest region. To measure our progress, we classify our




revenues in three categories: carriers' carrier, integrated services and systems services. Our carriers' carrier
revenues include domestic and international long distance, bandwidth and dark fiber services sold to
telecommunications carriers and other wholesale customers. Currently, we have over 120 carrier
customers, including AT&T, MCI WorldCom, Sprint Corporation and Qwest Communications, as ‘well as
many regional independent companies such as Century Tel, Inc. and Lufkin Conroe Telephone. Our
integrated services revenues reflect our local, long distance, Internet, data and private line products
provided to over 7,000 small and medium-sized businesses on a single bundled bill. Lastly, our systems
services revenues represent the voice and data systems and services we provide primarily to the oil and gas
industry offshore in and along the Gulf of Mexico.

Our proximity to Mexico allows us to directly connect to the fiber networks of multiple Mexican
telecommunications carriers. Subject to compliance with certain regulatory requirements, we are capable
of providing dark fiber to these carriers at several border crossings enabling them to close open fiber rings
in Mexico by using CapRock fiber on the U.S. side of the border. Additionally, our direct connect
agreements with foreign carriers position us to capture increased levels of growing international traffic.

In addition, in February 1999, CapRock entered into a joint build agreement with Enron
Communications, Inc. to jointly build approximately 1,050 miles of fiber network in Texas. Through this
joint build arrangement, we will connect Amarillo, Lubbock, Dallas, Fort Worth, Waco, Bryan, Austin, San
Marcos, San Antonio and Houston, Texas. The build plan includes four conduits to be placed throughout
the approximately 1,050 miles, with one and one-quarter conduits to be owned and funded directly by us,
one and one-quarter to be owned and funded by Enron Communications and one and one-half to be owned
and funded by a limited partnership formed by us and Enron Communications. Our agreements with Enron
Communications provide that the partnership will install 192 fibers in the first conduit and will sell 96 of
the 192 fibers to be installed. Of the remaining 96 fibers, we will own 48 fibers and Enron
Communications will own 48 fibers. The joint build arrangement provides several benefits, including
reduction of construction costs, accelerated acquisition of right of way and franchise agreements, the
majority of which are essentially in place, and the freeing up of resources to potentially accelerate the build
of the remaining portion of the network.

Results of Operations

CapRock recognizes revenue from the following sources: carriers' carrier, integrated- services and
systems services.

Carriers’ Carrier. Carriers' carrier revenue includes all carrier revenues generated from the sale of
domestic and international switched services, from the sale of T-1 and DS-3 broadband capacity and from
the sale and lease of dark fiber. The revenue generated from the international switched services represent
minutes of long distance traffic terminating in foreign countries, but generated by domestic U.S.-based long
distance carriers. Such revenues are recognized when the services are provided. The cost of revenues
associated with these services is based primarily on the direct costs associated with owned .and leased
transmission capacity and the cost of transmitting and terminating traffic on other carriers' facilities.
Commissions paid to sales representatives or agents to acquire customer call traffic are expensed in the
period when associated call revenues are recognized.

We account for long-term construction contracts relating to the development of telecommunications
networks for customers using the percentage-of-completion method, which would include the sale of fiber
usage rights through IRUs and the related construction services associated with building the fiber network
specified in the IRUs. Our revenues from IRUs are generated from the amount of fiber we build on our
network in excess of that which we intend to retain for our own use. As a result, we expect that revenues
from IRUs will diminish over time as our supply of excess fiber is sold. Progress under the percentage-of-
completion method is measured based upon costs incurred to date compared with total estimated
construction costs. Customers are billed based upon contractual milestones.
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Integrated Services. Integrated services revenue includes all revenues generated from the sale of
telecommunications products to business and residential customers. These products include local, long
distance, Internet, data and private line services.

Systems Services. Systems services revenue includes revenues generated from the design, installation,
leasing and sale of voice and data systems and products, primarily to companies in the oil and gas industry.

The following table represents the various sources of revenues:

Three Months Ended Six Months Ended
June 30, June 30,
1998 1999 1998 1999
Revenues:

Carrier’s carrier $15,678,344 $253 10,226 $28441449 § 49,762,391
Integrated services 3,855,662 4,643,366 8,124,550 9,147,678
Systems services 7,473,680 7,606,334 14,854,049 15,686,148
Total revenues $27,007,686 $37,559,926 $5 1,420,048 $ 74,596,217

The following table sets forth, for the periods indicated, CapRock's statement of operations as a
percentage of its operating revenues:

Three Months Ended Six Months Ended
June 30, June 30,
1998 1999 1998 1999

Revenues 100 % 100 % 100 % 100 %
Cost of services 66 % 60 % - 66 % 60 %
Gross profit 34% 40 % 34% 40 %
Operating expenses:

Selling, general and administrative 19% 33% 19 % 34%

Depreciation and amortization 4% 5% 4% 4%
Total operating expenses 23% 38% 23 % 38 %
Operating income 11% 2% 11% 2%
Interest expense ()% (16)% 2% (14)%
Interest income -% 6% -% 4%
Other income (expense) -% -% -% -%
Income (loss) before income taxes 9% 8)% 9% 8)%
Income tax expense (benefit) 4% (3)% 4% (3)%
Net income (loss) 5% (5)% 5% (5)%

Three Months Ended June 30,1998 Compared to Three Months Ended June 30, 1999

Revenues. Total revenues increased $10.6 million, or 39%, from $27.0 million during the three
months ended June 30, 1998 to $37.6 million during the three months ended June 30, 1999. This increase
was attributable to increases of 61% in carriers’ carrier, 20% in integrated services and 2% in systems
services revenue for the comparable periods.

Carriers' carrier revenue increased $9.6 million from $15.7 million during the three months ended June
30, 1998 to $25.3 million during the three months ended June 30, 1999. The 61% increase resulted
primarily from the sale of IRUs and dark fiber leases. Fiber related revenues, attributed to dark fiber leases
or IRUs, increased $9.7 million from $2.0 million during the three months ended June 30, 1998 to $11.7
million during the three months ended June 30, 1999. The Company anticipates recurring fiber related
revenue relating to IRUs and dark fiber leases to continue through the remainder of the year.. However,
period-to-period fluctuations can be expected as this type of revenue is affected by the negotiation and
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terms of these contracts and the build out of our network. The Company derived approximately $5.1
million and $6.5 million or 19% and 17% of its revenue from traffic terminated to international countries
for the three months ended June 30, 1998 and 1999, respectively. Revenue per minute for a majority of the
international countries, particularly Mexico, continues to decrease as a result of deregulation in the
countries and competition. We anticipate this pricing trend for international traffic to continue.

Integrated services revenue increased $788,000 from $3.8 million during the three months ended June
30, 1998 to $4.6 million during the three months ended June 30, 1999. The 20% increase was attributable
to growth in the number of business and residential customers both from increased penetration in our
existing markets and from the deployment of our network into new markets. The Company anticipates
increased revenue from integrated services as its sales force for this revenue segment continues to grow.

Systems services revenue increased $133,000 from $7.5 million during the three months ended June
30, 1998 to $7.6 million during the three months ended June 30, 1999. The 2% increase was attributable to
moderate growth associated with the leasing and sale of voice and data systems products and projects
involving the engineering and integration of telecommunications systems and sales, service and
maintenance of telecommunications equipment. The Company anticipates quarterly systems services
revenue for the remainder of the year to remain at comparable levels.

Costs of Services. Cost of services increased $4.7 million, or 27%, from $17.8 million during the three
months ended June 30, 1998 to $22.5 million during the three months ended June 30, 1999. The growth in
cost of services was primarily attributable to the continued growth in all three revenue categories. The six
percentage point increase in gross margin from 34% to 40% resulted primarily from favorable pricing
attributable to the higher traffic and the sale of dark fiber. The increase in the gross margin during the three
months ended June 30, 1999 was partially offset by lower margins attributable to Mexico and other
international traffic, which carry a lower gross margin percentage. Gross margins may vary in future
periods as a result of these and other factors.

Selling, General and Administrative Expenses.  Selling, general and administrative expenses
("SG&A") include salaries, benefits, occupancy costs, commissions, sales and marketing expenses and
administrative expenses. SG&A increased $7.3 million, or 143%, from $5.1 million during the three
months ended June 30, 1998 to $12.4 million during the three months ended June 30, 1999. The increase
resulted primarily from the additional personnel required to support CapRock's growth, advertising to
increase name recognition and brand awareness and additional sales commission payments.

Depreciation-and Amortization Expense. Depreciation and amortization expense increased $670,000,
or 57%, from $1.2 million during the three months ended June 30, 1998 to $1.9 million during the three
months ended June 30, 1999. This increase resulted primarily from purchases of additional equipment and
other fixed assets to accommodate CapRock's growth. CapRock expects that depreciation and amortization
expense will continue to increase in subsequent periods as CapRock continues to expand its facilities.

Interest Expense. Interest expense increased $5.4 million from $476,000 during the three months
ended June 30, 1998 to $5.9 million during the three months ended June 30, 1999. The increase resulted
from interest expense related to the Company's senior notes. See " Liquidity and Capital Resources."

Interest Income. Interest income increased $2.2 million from $7,000 during the three months ended
June 30, 1998 to $2.2 million during the three months ended June 30, 1999. The increase was attributable
to the interest and investment accretion associated with the marketable securities purchased with the
proceeds from the Company's senior notes issued in July 1998 and May 1999. See " — Liquidity and
Capital Resources."

Income Taxes (Benefits). During the three months ended June 30, 1998, the Company incurred income
tax expense of $1.0 million compared to an income tax benefit of $1.2 million for the three months ended
June 30, 1999. The expense or benefit resulted from the income or loss for the respective periods. The
effective tax rate for both periods was approximately 40%.
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Net Income (Loss). Net income decreased $3.4 million from a net income of $1.5 million during the
three months ended June 30, 1998 to a net loss of $1.9 million during the three months ended June 30, 1999
as a result of the factors discussed above,

Six Months Ended June 30, 1998 Compared to Six Months Ended June 30,1999

Revenues. Total revenues increased $23.2 million, or 45%, from $51.4 million during the six months
ended June 30, 1998 to $74.6 million during the six months ended June 30, 1999. This increase was
attributable to increases of 75% in carriers’ carrier, 13% in integrated services and 6% in systems services
revenue for the comparable periods.

Carriers' carrier revenue increased $21.3 million from $28.4 million during the six months ended June
30, 1998 to $49.7 million during the six months ended June 30, 1999. The 75% increase resulted primarily
from the sale of IRUs and dark fiber leases. Fiber related revenues, attributed to dark fiber leases or IRUs,
increased $20.8 million from $2.6 million during the six months ended June 30, 1998 to $23.4 million
during the six months ended June 30, 1999. The Company anticipates recurring fiber related Tevenue
relating to IRUs and dark fiber leases to continue through the remainder of the year. However, period-to-
period fluctuations can be expected as this type of revenue is affected by the negotiation and terms of these
contracts and the build out of our network. The Company derived approximately $10.7 million and $12.1
million or 21% and 16% of its revenue from traffic terminated to international countries for the six months
ended June 30, 1998 and 1999, respectively. Revenue per minute for a majority of the international
countries, particularly Mexico, continues to decrease as a result of deregulation in the countries and
competition. We anticipate this pricing trend for international traffic to continue.

Integrated services revenue increased $1.0 million from $8.1 million during the six months ended June
30, 1998 to $9.1 million during the six months ended June 30, 1999. The 13% increase was attributable to
growth in the number of business and residential customers both from increased penetration in our existing
markets and from the deployment of our network into new markets. The Company anticipates increased
revenue from integrated services as its sales force for this revenue segment continues to grow,

Systems services revenue increased $832,000 from $14.9 million during the six months ended June 30,
1998 to $15.7 million during the six months ended June 30, 1999. The 6% increase was attributable to
moderate growth associated with the leasing and sale of voice and data systems products and projects
involving the engineering and integration of telecommunications systems and sales, service and
maintenance of telecommunications equipment. The Company anticipates quarterly systems services
revenue for the remainder of the year to remain at comparable levels.

Costs of Services. Cost of services increased $10.9 million, or 32%, from $34.0 million during the six
months ended June 30, 1998 to $44.9 million during the six months ended Juhe 30, 1999. The growth in
cost of services was primarily attributable to the continued growth in all three revenue categories. The six
percentage point increase in gross margin from 34% to 40% resulted primarily from favorable pricing

-attributable to the higher traffic and the sale of dark fiber. The increase in the gross margin during the six
.months ended June 30, 1999 was partially offset by lower margins attributable to Mexico and other
international traffic, which carry a lower gross margin percentage. Gross margins may vary in future
periods as a result of these and other factors.

Selling, General and Administrative Expenses. SG&A increased $15.5 million, or 162%, from $9.5
million during the six months ended June 30, 1998 to $25.0 million during the six months ended June 30,
1999. The increase resulted primarily from the additional personnel required to support CapRock's growth,
advertising to increase name recognition and brand awareness and additional sales commission payments,

Depreciation and Amortization Expense. Depreciation and amortization expense increased $1.0
million, or 48%, from $2.3 million during the six months ended June 30, 1998 to $3.3 million during the
six months ended June 30, 1999. This increase resulted primarily from purchases of additional equipment
and other fixed assets to accommodate CapRock's growth. CapRock expects that depreciation and
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amortization expense will continue to increase in subsequent periods as CapRock continues to expand its
facilities.

Interest Expense. Interest expense increased $9.2 million from $958,000 during the six months ended
June 30, 1998 to $10.1 million during the six months ended June 30, 1999. The increase resulted from
interest expense related to the Company's senior notes issued in July 1998 and May 1999. See " Liquidity
and Capital Resources."

Interest Income. Interest income increased $3.0 million from $39,000 during the six months ended
June 30, 1998 to $3.0 million during the six months ended June 30, 1999. The increase was attributable to
the interest and investment accretion associated with the marketable securities purchased with the proceeds
from the Company's senior notes issued in July 1998 and May 1999. See " — Liquidity and Capital
Resources."

Income Taxes (Benefits). During the six months ended June 30, 1998, the Company incurred income
tax expense of $1.9 million compared to an income tax benefit of $2.3 million for the six months ended
June 30, 1999. The expense or benefit resulted from the income or loss for the respective periods. The
effective tax rate for both periods was approximately 40%.

Net Income (Loss). Net income decreased $6.5 million from net income of $2.9 million during the six
months ended June 30, 1998 to a net loss of $3.6 million during the six months ended June 30, 1999 as a
tesult of the factors discussed above.

Liquidity and Capital Resources

CapRock had cash and cash equivalents of $294,000 at December 31, 1998, as compared with $11.1
million at June 30, 1999 and marketable securities of $97.0 million at December 31, 1998 as compared to
$307.4 million at June 30, 1999. CapRock had working capital of $102.5 million at December 31, 1998 as
compared to working capital of $337.6 million at June 30, 1999. The increase in working capital was
attributable to the Company’s debt and equity offerings completed during the second quarter of 1999,
discussed in more detail later in this section. This increase was partially offset by the utilization of working
capital for the build out of the fiber optic network and increase in corporate overhead to support the
Company’s growth.

CapRock’s cash flow provided from operating activities for the six months ended June 30, 1998 was
$3.7 million as compared to $14.9 million used in operating activities during the six months ended June 30,
1999. The change was primarily attributable to an increase in accounts receivable and unbilled services,
and the timing of certain capital expenditure payments to vendors relating to the fiber optic network build
out. IRU transactions typically have longer payment terms than other accounts receivable activity due to
contractual milestones that must be met before payments are made.

Cash used in investing activities during the six months ended June 30, 1998 was $9.1 million as
compared to cash used in investing activities during the six months ended June 30, 1999 of $258.2 million.
Capital resources used for the purchase of property, plant and equipment increased $37.0 million from $8.7
million during the six months ended June 30, 1998 to $45.7 million during the six months ended June 30,
1999. This increase primarily related to the purchase of telecommunications equipment and costs incurred
with the build out of the fiber optic network. During the six months ended June 30, 1999, the Company
used $283.6 million to invest in marketable securities while it received $73.2 million from the sale of

marketable securities as compared to no such investments or sales during the six months ended June 30,
1998.

In January 1998, CapRock completed the acquisition of Integrated Communications and Engineering,
Ltd., a communications systems integrator and maintenance provider in Aberdeen, Scotland. CapRock
paxd a total purchase price of approximately $2.2 million comprised of approximately $610 000 in cash and
207,266 shares of CapRock's Common Stock.
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In July 1998, CapRock issued $150 million aggregate principal amount of its 1998 Senior Notes.
Interest on the 1998 Senior Notes is payable semi-annually in arrears on January 15 and July 15 of each
year, which commenced January 15, 1999, at the rate of 12% per year. A portion of the net proceeds from
the offering of the 1998 Senior Notes was used to repay all existing debt obligations, totaling $26.8 million.
The remaining proceeds, net of transaction costs, have been, or will be, used to fund additional capital
expenditures for the construction of the Company’s fiber optic network, switching equipment and other
capital expenditures to expand its sales offices, for potential acquisitions and for general working capital
purposes. Unutilized funds have been invested in short-term, high-grade investment securities classified as
available for sale. The indenture governing the issuance of the 1998 Senior Notes contains certain
restrictive operating and financial covenants, including restrictive covenants relating to borrowing
additional money, paying dividends or making other distributions to our shareholders, limiting the ability of
subsidiaries to make payments to us, making certain investments, creating certain liens on our assets,
selling certain assets and using the proceeds from those sales for certain purposes, entering into transactions
with affiliates and engaging in certain mergers or consolidations. All of the covenants are subject to a
number of important qualifications and exceptions. These covenants may adversely affect CapRock's
ability to finance its future operations or capital needs or to engage in other business activities that may be
in the best interests of CapRock.

‘On May 6, 1999, CapRock entered into an underwriting agreement with various underwriters to sell
4,000,000 shares of its common stock at a price of $22.00 per share in a public offering. The registration
statement for the equity offering was declared effective by the SEC on May 6, 1999 and closed on May 12,
1999. CapRock received net proceeds, after deducting underwriting discounts and expenses payable by
CapRock, of approximately $82.0 million from the sale of its common stock.

On May 18, 1999, the Company issued $210 million aggregate principal amount of its 1999 Senior
Notes. Interest on the 1999 Senior Notes is payable semi-annually in arrears on May 1 and November 1 of
each year, commencing November 1, 1999, at the rate of 11%% per year. The Company received net
proceeds from the offering, after deducting the initial purchasers’ discount and estimated expenses, of
approximately $201.4 million. The 1999 Senior Notes are senior unsecured obligations and as such rank
pari passu in right of payment with the Company’s existing 1998 Senior Notes and with all the Company’s
future unsecured and unsubordinated indebtedness. The proceeds have been, and will be, used to fund
capital expenditures for the construction of the fiber optic network, switching equipment and other capital
expenditures and to expand its sales offices, for potential acquisitions and for general working capital
purposes. Unutilized funds have been invested in short-term, high-grade investment securities classified as
available for sale. The indenture governing the 1999 Senior Notes has restrictions and covenants similar to
those which currently exist for the Company’s 1998 Senior Notes. All of the covenants are subject to a
number of important qualifications and exceptions. These covenants may adversely affect CapRock's
ability to finance its future operations or capital needs or to engage in other business activities that may be
in the best interests of CapRock.

In July 1999, the Company filed an Exchange Offer Registration Statement with the SEC for the
registration of $210 million of principal amount of its Exchange Notes to be offered in exchange for the
1999 Senior Notes. The Exchange Offer Registration Statement was declared effective by the SEC on July
30, 1999 and the Exchange Offer has commenced. The Exchange Offer expires on September 1, 1999,
unless extended. The terms of the Exchange Notes will be identical in all material respects to the 1999
Senior Notes except that the Exchange Notes have been registered under the Securities Act of 1933, as
amended.

CapRock is also considering various alternatives under a revolving credit facility. CapRock
anticipates that this credit facility, if obtained, would be approximately $100 million. The proceeds from
this credit facility would be used in a similar manner to the uses discussed for the notes issued by CapRock.

CapRock expects to require significant financing for future capital expenditure and working capital
requirements. By the end of the year 2000, CapRock intends to build out its fiber optic network to
approximately 6,100 route miles throughout the Southwest region. CapRock intends to use advanced fiber
capable of supporting dense wave division multiplexing with an OC48 backbone scalable to OC-192, and
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intends to install 96 fibers throughout most of its network and intends to retain on average 24 fiber strands.
CapRock is burying three to four conduits throughout its network. CapRock currently estimates that its
aggregate capital requirements will total approximately $250 million for 1999 and approximately $205
million for 2000, including expenditures to be made under the joint build arrangement with Enron
Communications. Capital expenditures will be required to (1) fund the construction and operation of the
fiber optic network, including the portion to be constructed through the joint build arrangement with Erron
Communications, (2) fund the installation of voice and data switches, and (3) open sales offices and add
sales support and customer service personnel in markets throughout Texas, Louisiana, Oklahoma,
Arkansas, New Mexico and Arizona. )

CapRock believes that its cash and marketable securities, cash flow from operations and sales of dark
fiber will be sufficient to fund completion of its planned network. However, no assurances can be made as
to whether additional sources of capital will be needed to complete the network and if such sources are
needed, but CapRock is unable to obtain them, CapRock may have to curtail or delay the build out of its
fiber network and its level of capital expenditures. CapRock's earnings before interest, income taxes,
depreciation and amortization (“EBITDA”) was $7.8 million for the six months ended June 30, 1998 and
EBITDA was $4.7 million for the six months ended June 30, 1999. EBITDA for the three months ended
June 30, 1998 and 1999 was $4.1 million and $2.6 million, respectively.

CapRock may require additional capital in the future for new business activities related to its current
and planned businesses, or in the event it decides to make additional acquisitions or enter into joint venture
and strategic alliances. Sources of additional capital may include cash flow from operations, public or
private equity and debt financings, bank debt, vendor financings and indefeasible right to use contracts. In
addition, CapRock may enter into joint construction agreements with carriers, thereby reducing its capital
expenditure requirements. However, we cannot assure you that CapRock will be successful in producing
sufficient cash flow or raising sufficient debt or equity capital to meet its strategic business objectives or
that such funds, if available, will be available on a timely basis and on terms that are acceptable to
CapRock. If CapRock is unable to obtain such capital, the build out of portions of its expanded network
may be significantly delayed, curtailed or abandoned. In addition, CapRock may accelerate the rate of
deployment of its network, which in turn may accelerate CapRock's need for additional capital. CapRock's
actual capital requirements will also be affected, possibly materially, by various factors, including the
timing and actual cost of the deployment of CapRock’s network, the timing and cost of expansion into new
markets, the extent of competition and the pricing of dark fiber and telecommunications services in its
markets. :

New Accounting Pronouncements

In June 1998, the FASB issued SFAS No. 133, Accounting for Derivative Instruments and Hedging
Activity ("SFAS 133") which requires that all derivatives be recognized in the statement of financial
position as either assets or liabilities and measured at fair value. In addition, all hedging relationships must
be designated, reassessed and documented pursuant to the provisions of SFAS No. 133. SFAS 133 is
effective for fiscal years beginning after June 15, 2000. The adoption of SFAS 133 will not have an impact
on CapRock's results of operations, financial position or cash flow.

Contingencies

CapRock is party to ordinary litigation incidental to its business. No currently pending litigation is
expected to have a material adverse effect on our results of operations, financial condition or cash flow.

Year 2000

The year 2000 problem is the inability of a meaningful portion of the world's computers, software
applications and embedded semiconductor chips to cope with the change of the year from 1999 to 2000.
This issue can be traced to the infancy of computing, when computer data and programs were designed to
save disk space by truncating the date field to Just six digits (two for the day, two for the month and two for
the year). Therefore, information applications automatically assumed that the two-digit year field
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represented a year within the 1900's. As a result of this, systems could fail to operate or fail to produce
correct results when dates roll over to the year 2000.

State of Readiness

The year 2000 problem affects computers, software and other equipment used, operated or maintained
by CapRock for itself and its customers. CapRock has substantially completed the process of assessing the
potential impact of, and the costs of remediating, the year 2000 problem for its internal systems, facilities
systems and equipment.

CapRock's business depends upon the operation of computer systems. CapRock has established a year
2000 committee made up of leaders from the operational areas of CapRock to assess CapRock's year 2000
problem. The committee has the involvement of senior management and the Board of Directors and its
objectives are a top priority. CapRock has undertaken various initiatives intended to provide computer
equipment and software that will function properly with respect to dates in the year 2000 and thereafter.
Computer equipment and software include systems that are commonly thought of as Information
Technology, or IT, systems, including accounting, data processing, telephone/PBX systems, scanning
equipment and other miscellaneous systems, as well as systems that are not commonly thought of as IT
systems, such as alarm systems, fax machines or other miscellaneous systems. Based upon its
identification and assessment efforts to date, CapRock believes that certain computer equipment and
software it currently uses will require replacement or modification. In addition, in the ordinary course of
replacing computer equipment and software, CapRock will obtain replacements that are warranted by the
manufacturer to be year 2000 .compliant. CapRock currently estimates that the year 2000 identification,
assessment, remediation and testing efforts will be substantially complete by August 31, 1999 and that such
efforts will be completed before any currently anticipated impact on its computer equipment and software.
CapRock has substantially completed the identification and assessment process. CapRock estimates that it
currently has completed approximately 80% of the initiatives that it believes will be necessary to address
potential year 2000 issues relating to its computer equipment and software. The projects comprising the
remaining 20% of the initiative are in process and are expected to be complete on or about September 30,
1999.

Year 2000 Initiative Time Frame

Identification and assessment regarding IT system issues..................o..ooooo..... Completed

Remediation and testing regarding critical SYStem iSSUES.......oeeomiiiiniioiannnnn., 6/98-8/99

Identification, assessment, remediation and testing regarding desktop and 6/98-8/99
individual SyStem iSSUES.......cevvereeeeeiieiiiiieeeeeeeee e

Identification and assessment regarding non-IT system 8/98-8/99
IESUES et ettt ettt e e e e e bt en e e e e e e o oo ee oo

Remediation and testing regarding non-IT SYSTEIIS. et e e, 11/98-8/99

Contingency plans regarding critical systems..........................ooooooooo 5/99-9/99

CapRock has mailed questionnaires to its significant vendors, service providers and customers with
whom CapRock's systems electronically interface to determine the extent to which such interfaces and
system processes are vulnerable to year 2000 issues and whether the products and services of such entities
are year 2000 compliant. Substantially all of the parties have responded to the request and no significant
matters were noted from these responses. However, the information contained in a number of the
responses was generic in nature and did not specifically address the stage of their year 2000 initiatives.
CapRock will continue seeking alternate vendors in advance of December 31, 1999 in the event satisfactory
responses are not received.

CapRock has evaluated its systems and has identified the following systems and functions as mission
critical:

¢ switching systems,
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* network operations and fiber,

¢ satellite/microwave transmission equipment and satellite service providers,
¢ billing and call record collection systems, and

¢ supply chain (vendor provider of switched services).

Switching Systems:

Switching equipment is used to connect calls to their destination, while performing other advanced
features and recording call record information for future billing. The switch opens or closes circuits or
selects the paths or circuits to be used for the transmission of information. CapRock currently owns seven
switches, three of which are physically located in Dallas, Texas (two are calling card platforms), two in
Houston, Texas, one in Victoria, Texas and one in Phoenix, Arizona. CapRock also manages a switch in
Jersey City, New Jersey. CapRock has completed the assessment and certain test procedures relating to the
switching equipment and has identified certain non-compliant features, which were remediated through
software upgrades provided by the respective manufacturers.

The remainder of the testing procedures for the switching equipment were substantially complete for
all switches which were in service as of June 30, 1999. The switches which have not been placed in service
will be subject to integrated test procedures prior to being placed in service. The test will incorporate the
call collection processes and the interfaces with the billing system. The test will involve simulating date
changes with the switch, such that the call records will be processed, rated and properly captured in the
billing system as a billable transaction.

The test procedures consist of the following:

®  process flow analysis,

¢ documentation of overall integrated test strategy,

® documentation and test case plans at an individual component level,

® committee agreement regarding the test plan,

¢ cexecution of the integrated test plan, and

®  documentation regarding the results of test procedures.

Network Operations and Fiber:

CapRock currently owns and operates a 1,200-route mile fiber optic network, which was substantially
completed by June 30, 1999, Approximately 400 miles were completed and placed in service in the first
six months of 1999. The network is currently being expanded to 6,100 route miles (which CapRock
expects to be completed by the end of the year 2000). The fiber optic network is designed to be scalable
and will include network-advanced fiber, which is capable of supporting dense wave division multiplexing
with an OC-48 backbone scalable to OC-192. The fiber optic network will include electronic equipment,
which regenerates and transports the voice, data and other information. A detailed assessment of the

network operations and fiber equipment has been performed and no significant non-compliant issues have
been identified. :
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Satellite/Microwave Transmission Equipment and Satellite Service Providers:

CapRock utilizes satellite service providers to provide communications services to certain customers in
remote locations. CapRock has sent correspondence to each of the three vendors supplying the satellite
services. Each of the satellite service providers has responded. None of them noted any significant non-
compliant issues. CapRock is continuing to pursue additional information and test data from these
providers and will seek new providers, if necessary.

Billing and Call Record Collection Systems:

CapRock handles its provisioning, customer care, billing and traffic reporting functions on a
proprietary software platform developed by RiverRock Systems, Ltd., a Texas limited partnership in which
CapRock has a 49% ownership interest. These operations support systems, or OSS systems, and other back
office systems are used to enter, schedule and track a customer's order from the point of sale to the
installation and testing of service. The systems also include or interface with trouble management,
inventory, billing, collection and customer service systems. The test procedures relating to the billing
system and call record collection processes were performed in conjunction with the switching equipment
test procedures and are substantially completed.

CapRock believes that substantially all of the hardware, database platform and operating systems
impacting the billing system function will not be materially affected by Year 2000 issues.

Supply Chain (Vendor Provider of Switch Services):

CapRock is dependent upon a number of telecommunications carriers during the process of initiating
and terminating calls to end-users. CapRock has sent correspondence to each of the significant suppliers
regarding their year 2000 status and has received responses from substantially all of these suppliers.
However, the information contained in a number of the Tesponses was generic in nature and did not
specifically address the stage of their year 2000 initiatives. CapRock will seek alternate suppliers in
advance of December 31, 1999 in the event satisfactory responses are not received.

Based upon CapRock's current assessment and responses from vendors, CapRock believes that the
risks associated with the year 2000 problem relating to domestic traffic and terminations are not significant.
- CapRock is in the process of evaluating the impact of year 2000 as it relates to the termination of traffic in
international locations, and specifically third world and developing countries.

Non-IT Systems:

CapRock continues to evaluate non-information technology, or non-IT, systems. Based on current
results and other factors, CapRock does not anticipate finding any material embedded system issues in its
non-IT systems. :

Costs

CapRock anticipates that costs of replacing or remediating non-compliant systems will not exceed
$500,000 (remediation costs incurred to date have been less than $100,000). Such expenditures represent
less than 1% of 1999 projected capital expenditures and will be funded out of cash flow from operations.

Risks

CapRock is in the process of preparing a comprehensive analysis of the problems and costs, including
loss of revenues, that would be reasonably likely to result from the failure by CapRock or certain third
parties to complete the efforts necessary to achieve year 2000 compliance on a timely basis.

CapRock has not yet completed -its identification of the most likely worst case scenario. However,
CapRock believes that the most reasonably likely worst case scenario would involve loss of revenues
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Contingency Plans

CapRock’s year 2000 contingency planning effort is designed to provide immediate response and
subsequent recovery from any unplanned business interruption due to failure of technical infrastructure

CapRock is still formulating contingency plans relating to the use of the satellite service providers.
CapRock continues to actively pursue receiving test data and procedures from these service providers
Tegarding year 2000 compliance. CapRock will consider utilizing other service providers if the current
service providers cannot demonstrate compliance to CapRock's satisfaction by August 31, 1999,

CapRock is still formulating contingency plans regarding significant suppliers of telecommunication
services, which may suffer a year 2000-related failure. CapRock utilizes a number of different service
providers and the contingency plan will include re-routing traffic from a vendor which experiences a year
2000 systems failure to one or more other vendors. These contingency plans are expected to be completed
by August 31, 1999,

Disclaimer

The discussion of CapRock’s efforts, and management's expectations, relating to year 2000 compliance
are forward-looking statements and the dates on which CapRock believes it will complete such efforts are
based upon management's best estimates. These estimates were derived using numerous assumptions

uncertainties. In addition, variability of definitions of "compliance with year 2000" relating to products and
services sold by CapRock may lead to claims whose impact on CapRock is currently not estimable. We
cannot assure you that the aggregate cost of defending and resolving such claims, if any, will not materially
adversely affect our results of operations.
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ITEM 3. Quantitative and Qualitative Disclosure About Market Risk

CapRock is exposed to market risk from changes in marketable securities (which consist of money
market and commercial paper). At June 30, 1999, marketable securities of CapRock were recorded at a fair
value of approximately $307 million, with an overall weighted average return of approximately 5% and an
overall weighted average life of less than 1 year. The marketable securities held by CapRock have
exposure to price risk, which is estimated as the potential loss in fair value due to a hypothetical change of
50 basis points (10% of CapRock's overall average return on marketable securities) in quoted market
prices. This hypothetical change would have an immaterial effect on the recorded value of the marketable
securities.

CapRock is not exposed to material future earnings or cash flow fluctuations from changes in interest
rates on long-term debt since 100% of its long-term debt is at a fixed rate as of June 30, 1999. The fair
value of CapRock's long-term debt at June 30, 1999 was estimated to be $366.6 million based on the
overall rate of the long-term debt of 11.71% and an overall maturity of 9.5 years compared to terms and
rates currently available in long-term financing markets. Market risk is estimated as the potential decrease
in fair value of CapRock's long-term debt resulting from a hypothetical increase of 117 basis points in
interest rates (ten percent of CapRock's overall borrowing rate). Such an increase in interest rates would
result in approximately a $22.6 million decrease in fair value of CapRock's long-term debt. To date,
CapRock has not entered into any derivative financial instruments to manage interest rate risk and is
currently not evaluating the future use of any such financial instruments.

CapRock conducts business in Aberdeen, Scotland, through a wholly owned subsidiary. However, the
business transacted by this subsidiary is in the local functional currency. Therefore, CapRock does not
currently have any exposure to foreign currency transaction gains or losses. All other business transactions
are in U.S. dollars. To date, CapRock has not entered into any derivative financial instrument to manage
foreign currency risk and is currently not evaluating the future use of any such financial instruments.
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PART II. OTHER INFORMATION
Item 1. Legal Proceedings

Information pertaining to this item is incorporated herein from Part 1. Financial Information (Item 2-
Management’s Discussion and Analysis of Financial Condition and Results of Operations-Contingencies).

Item 2. Changes in Securities and Use of Proceeds

On May 6, 1999 (the “Effective Date”), the Company’s Registration Statement on Form S-1
(Registration No. 333-74735) relating to its public offering (the “Offering™) was declared effective and the
offering of up to 4,600,000 shares of the Company’s Common Stock covered by such Registration
Statement commenced. The Offering was managed by Mermill Lynch & Co., as the representative (the
“Representative™) of the several underwriters (the “Underwriters”) of the Offering. Pursuant to the
Offering, 4,000,000 shares were sold on May 12, 1999 (the “Offering Date”). From the Effective Date of
the Offering until June 30, 1999, total expenses of approximately $6.0 million were incurred for the
Company’s account in connection with the Common Stock sold in the Offering, which expenses consisted

4,000,000 shares sold by the Company in the Offering, after deducting such expenses, was approximately
$82.0 million through June 30, 1999. As of June 30, 1999, the Company had expended $10.2 million on
infrastructure, property, plant and equipment. The remaining $71.8 was invested in high-grade liquid
securities classified as available for sale pending application of such proceeds by the Company.

Information pertaining to working capital restrictions and other limitations upon the payment of
dividends is incorporated herein from Part [ Financial Information (Item 2 — Management’s Discussion and
Analysis of Financial Condition and Results of Operations — Liquidity and Capital Resources).



Item 4. Submission of Matters to a Vote of Security Holders

The Company held its Annual Meeting of Shareholders on May 3, 1999. At the meeting, the
shareholders voted in favor of electing as directors the seven nominees named in the Proxy Statement dated
April 20, 1999. Also at the meeting, the shareholders voted in favor of ratifying the appointment of KPMG
LLP as the Company’s independent accountants for the 1999 fiscal year. The number of votes cast for each
item was as follows:

1. Election of Directors

Name of Nominee For Withheld
Jere W. Thompson, Jr. 23,659,997 -
Ignatius W. Leonards 23,659,997 -~
Timothy W. Rogers 23,659,997 -
Mark Langdale 23,659,997 —
Christopher J. Amenson 23,659,997 —
John R. Harris 23,659,997 -
Richard G. Ellenberger 23,659,997 -

II. Ratification of KPMG LLP as Independent Accountants

For Against Abstain
23,659,997 - -
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Item 6. Exhibits and Reports on Form 8-K

(@)

3.1

32

4.1

4.2

43

44

4.5

4.6

4.7

4.8

10.1

10.2

Exhibits

Articles of Incorporation of the Company (incorporated by reference to Exhibit 3.1 to the
Registration Statement on Form S-4, as amended, SEC Registration No. 333-57365 (the "Merger
Form S-4").

Bylaws of the Company (incorporated by reference to Exhibit 3.2 to the Registration Statement
on Form S-4, as amended, SEC Registration No. 333-64699 (the "1998 Exchange Offer Form S-

4")).

Registration Rights Agreement dated July 16, 1998, among CapRock Communications Corp.,
CapRock Telecommunications Corp., CapRock Fiber Network, Ltd., and Merrill Lynch, Pierce,
Fenner & Smith Incorporated, Donaldson, Lufkin & Jenrette Securities Corporation and
BancOne Capital Markets, Inc. (incorporated by reference to Exhibit 4.2 to the 1998 Exchange
Offer Form S-4).

Form of Warrant Agreement between IWL and Cruttenden Roth Incorporated (incorporated by
reference to Exhibit 1.2 to the IWL Communications, Incorporated ("IWL") Registration
Statement on Form S-1, as amended, SEC Registration No. 333-22801).

Registration Rights Agreement dated January 22, 1998 between IWL and Nera Limited
(incorporated by reference to Exhibit 4.5 to the Merger Form S-4).

to Exhibit 4.7 to the Registration Statement on Form S-4, as amended, SEC Registration No.
333-82557 (the “1999 Exchange Offer Registration Statement™)).

Indenture dated as of May 18, 1999 between the Company and Chase Manhattan Trust
Company, National Association, Trustee (incorporated by reference to Exhibit 4.8 to the 1999
Exchange Offer Registration Statement).

Note Purchase Agreement dated May 13, 1999 by and among the Company and various initial
purchasers (incorporated by reference to Exhibit 10.61 to the 1999 Exchange Offer Registration

Company, National Association, Trustee (incorporated by reference to Exhibit 10.62 to the 1999
Exchange Offer Registration Statement).
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10.3  Form of Purchase Agreement for May 1999 equity offering (incorporated by reference to Exhibit
1.1 to the Registration Statement on Form S-1, as amended, of the Company, File No. 333-
74735).

+27.1  Financial Data Schedule.

+ Filed herewith.
(b) Reports on Form 8-K

Current Report on Form 8-K dated June 11, 1999 regarding expansion of fiber network.
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CAPROCK COMMUNICATIONS CORP.

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused
this report to be signed on its behalf by the undersigned thereunto duly authorized.

CAPROCK COMMUNICATIONS CORP.

By: /s! MATTHEW M. KINGSLEY
Matthew M. Kingsley
Corporate Controller
(Principal Accounting Officer)

Date: August 4, 1999
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Executive Biographies

CapRock has the technical and management qualifications to provide the proposed
telecommunications services in its proposed service territory. The necessary technical and
managerial expertise is available to CapRock through its existing management team. More
specifically, CapRock’s technical and managerial qualifications are demonstrated by the professional
backgrounds of the following key members of its executive staff which follow.

JERE W. THOMPSON, JR.

Mr. Jere W. Thompson, Jr. has served as Chairman of the Board and Chief Executive Officer
of CapRock Communications Corp. (“CapRock Communications”) since its formation in February
1998. In 1987, Mr. Thompson joined The Thompson Company, an investment company, where he
became a Vice President and assisted in the acquisition and management of several of The
Thompson Company portfolio companies. From 1982 to 1986, Mr. Thompson worked in
commercial real estate as a broker and then with Trammell Crow Community Development
Company. Since 1989, Mr. Thompson has been a member of the board of directors and since 1995
he has served as Chairman of the North Texas Tollway Authority and its predecessor, the Texas
Turnpike Authority. Mr. Thompson is also a board member of Cistercian Preparatory School. Mr.
Thompson has a B.A. in Economics from Stanford University and a M.B.A. from The University
of Texas Graduate School of Business.

LEOJ. CYR

Mr. Leo J. Cyr was appointed President and Chief Operating Officer of CapRock
Communications on October 18, 1999. On October 22, 1999, Mr. Cyr was elected to the Boards of
Directors of CapRock Communications and CapRock and was appointed Vice President of
CapRock. Prior to joining CapRock, Mr. Cyr was Senior Vice President of MCI WorldCom’s
intelligent network architecture and development organization. Over 13 years with MCI, Mr. Cyr
held numerous positions, including Senior Vice President — Engineering, Vice President — Wireless
Communications Engineering, Vice President — Local Enterprises, and Director of Network
Operations. In between stints with MCI, Mr. Cyr co-founded Unisite, Inc., a start-up company
managing wireless sites supporting multiple wireless operators. Mr. Cyr has also worked with Peat,
Marwick, Mitchell & Co. as a Management Consultant. Prior to his civilian career, Mr. Cyr
graduated from the United States Military Academy at West Point with an engineering degree. He
went on to serve in the 1/509™ Airborne Battalion Combat Team of the U.S. Army.

KEVIN W. MCALEER

Mr. Kevin W. McAleer has served as Senior Vice President and Chief Financial Officer of
CapRock Communications since April 1998 and as Treasurer and Secretary since August 1998.
From 1996 to 1998, Mr. McAleer served as Chief Financial Officer, Secretary and as a member of
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the Executive Management Committee of American Pad and Paper Co., one of the largest
manufacturers and marketers of paper-based office products in North America. From 1990 to 1996,
Mr. McAleer served as Executive Vice President, Chief Financial Officer and as a member of the
Executive Management Committee of Rexene Corporation, which manufactures plastic film and
plastic resins. From 1985 to 1990, Mr. McAleer served as Senior Vice President-Administration,
Chief Financial Officer, Secretary and Treasurer, and as a member of the Executive Management
Committee and the Board of Directors of Varo, Inc., which manufactures electronics supplied
primarily to U.S. military agencies, such as proprietary night vision systems, high-reliability power
systems and airborne missile launchers. From 1981 to 1985, Mr. McAleer served as Vice
President-Finance, Chief Financial Officer, Secretary and Treasurer, and as a member of the
Executive Management Committee of Tocom, Inc, which designs and manufactures high-technology
communications products and services for the cable industry. Mr. McAleer is a certified public
accountant and is a member of the American Institute of Certified Public Accountants and the Texas
Society of Certified Public Accountants. Mr. McAleer has a B.S. in Accounting/Economics from
LaSalle University in Philadelphia, Pennsylvania.

IGNATIUS W. LEONARDS

Mr. Ignatius W. Leonards served as Vice Chairman of the Board and President of CapRock
Communications from its formation in February 1998 through October, 1999. Mr. Leonards is
now President of CapRock Services Corp. (IWL Communications, Inc.) Mr. Leonards served as
Chairman of the Board, Chief Executive Officer and a director of IWL Communications since
founding IWL Communications in 1981 and served as President from 1981 until February 1997.
Mr. Leonards has an industrial electronics degree from the T.H. Harris Technical Institute in
Opelousas, Louisiana.

BYRON M. ALLEN

Mr. Byron M. Allen has served as Executive Vice President of International Operations and
a Director of CapRock Communications since its formation in February 1998. Mr. Allen served as
President and a director of IWL Communications since February 1997 and served as a Vice President
of IWL Communications from December 1993 until February 1997. From 1986 to 1993, Mr. Allen
served as Executive Vice President of SBS Technologies, Inc., a manufacturer of computer
components, which he co-founded. Mr. Allen graduated from the University of Alabama with a
degree in Mathematics.

TIMOTHY W. ROGERS

Mr. Timothy W. Rogers has served as Executive Vice President of Retail Sales and Network
Operations and as a director of CapRock Communications since its formation in F ebruary 1998. Mr.
Rogers served as Executive Vice President of Retail Sales and Network Operations and as a Director
of CapRock Telecommunications since April 1994. In 1992, Mr. Rogers co-founded Synergy
Telecommunications, Inc. ("Synergy"), a telecommunications company responsible for marketing
a fiber optic network in West Texas, Oklahoma, Colorado and New Mexico, and from February 1992
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to April 1994 served as one of its three executive officers. In April 1994, CapRock Investors
purchased half of Synergy and subsequently Synergy changed its name to CapRock
Telecommunications. From August 1989 to December 1991, Mr. Rogers was a sales manager of
Qwest. From July 1988 to August 1989, Mr. Rogers was a Senior Account Executive for Southwest
Network Services. From April 1987 to June 1988, Mr. Rogers was an account executive with Sprint.
Mr. Rogers has a B.B.A. in Marketing from Southwest Texas State University.

TIMOTHY M. TERRELL

Mr. Timothy M. Terrell has served as Executive Vice President of Carrier Sales of CapRock
Communications since its formation in February 1998. Mr. Terrell served as Executive Vice
President, Carrier Sales and as a Director of CapRock Telecommunications since April 1994. In
1992, Mr. Terrell co-founded Synergy and from February 1993 to April 1994 served as one of its
three executive officers. From February 1989 to January 1993, Mr. Terrell was Director of Sales of
Qwest and acted as Vice President of Sales during a transition period following Qwest's buyout by
MCI WorldCom. From July 1988 to January 1989, Mr. Terrell held the same position at
Metromedia Long Distance. Mr. Terrell has a B.B.A. in Marketing from Southwest Texas State
University.

SCOTT L. ROBERTS

Mr. Scott L. Roberts has served as Executive Vice President of International Sales of
CapRock Communications since its formation in February 1998. Mr. Roberts served as Executive
Vice President, International Sales and as a Director of CapRock Telecommunications since April
1994. In 1992, Mr. Roberts co-founded Synergy and served as one of its three executive officers
from February 1992 to April 1994. From September 1989 to February 1992, Mr. Roberts was a
carrier sales manager of Qwest. From April 1987 to September 1989, Mr. Roberts was a major
account representative with Sprint. Mr. Roberts has a B.S. in Business Administration from the
University of Nebraska.

MATTHEW M. KINGSLEY

Mr. Matthew M. Kingsley has served as Corporate Controller of CapRock Communications
since August 1998. From August 1996 to August 1998, Mr. Kingsley was an audit manager for
KPMG LLP and held various positions with such firm from January 1988 until February 1992. From
February 1992 until August 1996, Mr. Kingsley held various positions, including Senior Manager
of Financial Planning, with DSC Communications Corporation, a telecommunications equipment
manufacturer. Mr. Kingsley is a certified public accountant and is a member of the American
Institute of Certified Public Accountants and the Texas Society of Certified Public Accountants. Mr.
Kingsley has a B.B.A. in Accounting from the University of Wisconsin.
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MARK LANGDALE

Mr. Mark Langdale has served as a director of CapRock Communications since its formation
in February 1998. Mr. Langdale has served as a Director of CapRock Telecommunications since
April 1994 and Secretary of the general partner of CapRock Fiber since 1992. Mr. Langdale is
President of Posadas USA, Inc., a subsidiary of Grupo Posadas S.A. De C.V., a hotel management
company domiciled in Mexico, a position he has held since 1989. From 1987 to 1989, he served as
Vice President for Thompson Realty Company, a real estate investment company. Mr. Langdale
currently serves as a member of the Board of Directors of Grupo Posadas S.A. De C.V., a director
of the Texas Department of Commerce Policy Board and as Chairman of the Texas Department of
Economic Development.

CHRISTOPHER J. AMENSON

Mr. Christopher J. Amenson has served as a director of CapRock Communications since
February 1998. Mr. Amenson has served as a director of IWL Communications since June 1997.
Mr. Amenson has served as President and Chief Operating Officer of SBS Technologies, Inc., a
manufacturer of computer components, since April 1992 and as a director since August 1992. In
October 1996 he became the Chief Executive Officer and in May 1997 he became Chairman of the
Board of Directors of SBS Technologies, Inc. For five years before joining SBS Technologies, Inc.,
Mr. Amenson was President of Industrial Analytics, Inc., a Boston-based investment banking firm.
Mr. Amenson holds a B.A. Degree in Government from the University of Notre Dame and a
Masters Degree in Business Management from the Sloan Fellows Program at the Massachusetts
Institute of Technology.

JOHN R. HARRIS

Mr. John R. Harris has served as a director of CapRock Communications since August 1998.
Mr. Harris is currently an information technology services industry consultant. Prior thereto, Mr.
Harris served as a Corporate Vice President at Electronic Data Systems Corporation, an information
and technology outsourcing and data processing company ("EDS"), from 1997 until March 31, 1999
(when he resigned from EDS), where he was responsible for marketing and corporate strategy. From
1989 to 1997, he served as a Vice President of the Communications Industry Group at EDS where
he was responsible for four business units directed toward wirelines, wireless, media and interactive
services. Mr. Harris is on the Board of Directors of Applied Graphics Technologies, Inc., an
independent provider of digital prepress services. Mr. Harris received his undergraduate and
graduate degrees in business administration from West Georgia University.
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Exhibit 7

Lists of Board of Directors and Officers
of CapRock Communications Corp. and CapRock Telecommunications Corp.
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OFFICERS AND DIRECTORS
OF CAPROCK COMMUNICATIONS CORP.

JERE W. THOMPSON, JR.

LEOJ. CYR

TIMOTHY W. ROGERS

TIMOTHY M. TERRELL

SCOTT L. ROBERTS

KEVIN W. McALEER

BRYON M. ALLEN

IGNATIUS W. LEONARDS

ANDREW H. ROBERTS
MICHAEL G. DONOHOE
MATTHEW M. KINGSLEY
MARK LANGDALE
CHRISTOPHER J. AMENSON

JOHN R. HARRIS
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Chief Executive Officer, Chairman of the
Board of Directors

President, Chief Operating Officer, Director

Executive Vice President of Sales and
Network Operations Director

Executive Vice President of Carrier Sales

Executive Vice President of International
Sales

Senior Vice President and CFO, Treasurer
and Secretary

Executive Vice President of International
Operations

Officer, President of CapRock Services
Corp., Director

Legal Counsel, Assistant Secretary
Legal Counsel, Assistant Secretary
Controller

Director

Director

Director



OFFICERS AND DIRECTORS
OF CAPROCK TELECOMMUNICATIONS CORP.

JERE W. THOMPSON, JR.
LEOJ. CYR

KEVIN McALEER
MATTHEW M. KINGSLEY
ANDREW H. ROBERTS

MICHAEL G. DONOHOE
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President, Director

Vice President, Director

Vice President, Secretary, Director
Assistant Secretary

Assistant Secretary

Assistant Secretary



Exhibit 8

Small and Minority-Owned Telecommunications
Business Participation Plan
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CAPROCK TELECOMMUNICATIONS CORP.

SMALL AND MINORITY-OWNED
TELECOMMUNICATIONS BUSINESS
PARTICIPATION PLAN

0588866.06
101121-001 10/29/1999
C:\Legal Dept\Regulatory\CapRock Tennessee Application.doc



Pursuant to T.C.A. § 65-5-212, as amended, CapRock Telecommunications Corp.
(“CapRock™) submits this small and minority-owned telecommunications business participation plan
(the “Plan”) along with its Application for a Certificate of Public Convenience and Necessity as a

Competing Telecommunications Service Provider in Tennessee.

L PURPOSE

The purpose of Section 65-5-212 is to provide opportunities for small and minority-owned
businesses to provide goods and services to telecommunications service providers. CapRock is
committed to the goals of Section 65-5-212 and to taking steps to support the participation of small
and minority-owned telecommunications businesses in the telecommunications industry. CapRock
will endeavor to provide opportunities for small and minority-owned telecommunications businesses
to compete for contracts and subcontracts for goods and services. As part of its procurement process,
CapRock will make efforts to identify and inform minority-owned and small businesses that are
qualified and capable of providing goods and services to CapRock of such opportunities. CapRock
will contact the Department of Economic and Community Development, the administrator of the
small and minority-owned telecommunications assistance program, to obtain a list of qualified
vendors. Moreover, CapRock will seek to increase awareness of such opportunities so that
companies not otherwise identified will have sufficient information to participate in the procurement

process.
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II. DEFINITIONS
As defined in Section 65-5-212: Minority-Owned Business. Minority-owned business shall
mean a business which is solely owned, or at least fifty-one percent (51%) of the assets or
outstanding stock of which is owned, by an individual who personally manages and controls daily
operations of such business, and who is impeded from normal entry into the economic mainstream
because of race, religion, sex or national origin and such business has annual gross receipts of less
than four million dollars ($4,000,000).
Small Business. Small business shall mean a business with annual gross receipts of less than
four million dollars ($4,000,000).
IL. ADMINISTRATION
CapRock’s Plan will be overseen and administered by the individual named below,
hereinafter referred to as the Administrator, who will be responsible for carrying out and promoting
CapRock’s full efforts to provide equal opportunities for small and minority-owned businesses. The
Administrator of the Plan will be:
Michael Donohoe
CapRock Telecommunications Corp.
15601 N. Dallas Parkway, Suite 700
Addison, Texas 75001

(972) 788-4800 Telephone
(972) 982-9696 Facsimile

The Administrator’s responsibilities will include:

(1)  maintaining an updated Plan in full compliance with Section 65-5-212 and the rules
and orders of the Tennessee Regulatory Authority.

2) establishing and developing policies and procedures necessary for the successful
implementation of the Plan.

(3)  preparing and submitting such forms as may be required by the Tennessee Regulatory
Authority, including the filing of required annual updates.
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C))

)

(6)

)

(8

serving as the primary liaison to and cooperate with the Tennessee Regulatory
Authority, other agencies of the State of Tennessee, and small and minority-owned
businesses to locate and use qualified small and minority-owned businesses as
defined in Section 65-5-212.

searching for and developing opportunities to use small and minority-owned
businesses and encouraging such businesses to participate in and bid on contracts and
subcontracts.

providing records and reports and cooperate in any authorized surveys as required by
the Tennessee Regulatory Authority.

establishing a record-keeping system to track qualified small and minority-owned
businesses and efforts to use such businesses.

providing information and educational activities to persons within CapRock and
training such persons to seek out, encourage, and promote the use of small and
minority-owned businesses.

In performance of these duties, the Administrator will utilize a number of resources,

including:

Chambers of Commerce
The Tennessee Department of Economic and Community Development
The United States Department of Commerce
Small Business Administration
Office of Minority Business
The National Minority Supplier Development Counsel
The National Association of Women Business Owners
The National Association of Minority Contractors.
Historically Black Colleges, Universities, and Minority Institutions

The efforts to promote and ensure equal opportunities for small and minority-owned

businesses are primarily spelled out in the Administrator’s duties above. Additional efforts to

provide opportunities to small and minority-owned businesses will include offering, where

appropriate and feasible, small and minority-owned businesses assistance with technical, insurance,

bonding, licensing, production and deadline requirements.
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III. RECORDS AND COMPLIANCE REPORTS

CapRock will maintain records of qualified small and minority-owned business and efforts
to use the goods and services of such businesses. In addition, CapRock will maintain records of
educational and training activities conducted or attended and of the internal procurement procedures
adopted to support this Plan.

CapRock will submit records and reports required by the Tennessee Regulatory Authority
concerning the Plan. Moreover, CapRock will cooperate fully with any surveys and studies
required by the Tennessee Regulatory Authority.

CAPROCK TELECOMMUNICATIONS CORP.

Michael Donohoe
Assistant Secretary

Dated: October 29 , 1999
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Year 2000 Readiness Disclosure
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CapRock Communications Corp. http://www.caprock.com/y2k_disclosure.html

Haome

C L£OMMEGREEATIG WL

August 6, 1999

Services
"Year 2000 Readiness Disclosure"
Customer
Support
c Year 2000
;,’.‘}?i.‘l{i.‘&,, The year 2000 problem is the inability of a meaningful portion of
the world's computers, software applications and embedded
semiconductor chips to cope with the change of the year from 1999
{nformation to 2000. This issue can be traced to the infancy of computing,

Raquest/Quota when computer data and programs were designed to save disk
space by truncating the date field to just six digits (two for the day,
two for the month and two for the year). Therefore, information

Lacations/ applications automatically assumed that the two-digit year field

Coverage Areas represented a year within the 1900's. As a result of this, systems
could fail to operate or fail to produce correct results when dates

roll over to the year 2000.
News

State of Readiness

The year 2000 problem affects computers, software and other
Home equipment used, operated or maintained by CapRock for itself and

its customers. CapRock has substantially completed the process of

assessing the potential impact of, and the costs of remediating, the

year 2000 problem for its internal systems, facilities systems and

equipment.

CapRock's business depends upon the operation of computer
systems. CapRock has established a year 2000 committee made
up of leaders from the operational areas of CapRock to assess
CapRock's year 2000 problem. The committee has the involvement
of senior management and the Board of Directors and its
objectives are a top priority. CapRock has undertaken various
initiatives intended to provide computer equipment and software
that will function properly with respect to dates in the year 2000
and thereafter. Computer equipment and software include systems
that are commonly thought of as Information Technology, or IT,
systems, including accounting, data processing, telephone/PBX
systems, scanning equipment and other miscellaneous systems,
as well as systems that are not commonly thought of as IT
systems, such as alarm systems, fax machines or other
miscellaneous systems. Based upon its identification and
assessment efforts to date, CapRock believes that certain
computer equipment and software it currently uses will require
replacement or modification. In addition, in the ordinary course of
replacing computer equipment and software, CapRock will obtain
replacements that are warranted by the manufacturer to be year
2000 compliant. CapRock currently estimates that the year 2000
identification, assessment, remediation and testing efforts will be
substantially complete by August 31, 1999 and that such efforts will
be completed before any currently anticipated impact on its
computer equipment and software. CapRock has substantially
completed the identification and assessment process. CapRock
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estimates that it currently has completed approximately 80% of the
initiatives that it believes will be necessary to address potential
year 2000 issues relating to its computer equipment and software.
The projects comprising the remaining 20% of the initiative are in
process and are expected to be complete on or about September

30, 1999.
Year 2000 Initiative Time
Frame

® [dentification and assessment regarding IT system * Completed
issues

®* Remediation and testing regarding critical system * (5/98-8/99
issues

® |dentification, assessment, remediation and testing * 5/98-8/99
regarding desktop and individual system issues

® |dentification and assessment regarding non-IT * 8/98-8/99

system issues
* Remediation and testing regarding non-IT systems * 11/98-8/99
* Contingency plans regarding critical syste * 5/99-9/99

CapRock has mailed questionnaires to its significant vendors,
service providers and customers with whom CapRock's systems
electronically interface to determine the extent to which such
interfaces and system processes are vulnerable to year 2000
issues and whether the products and services of such entities are
year 2000 compliant. Substantially all of the parties have
responded to the request and no significant matters were noted
from these responses. However, the information contained in a
number of the responses was generic in nature and did not
specifically address the stage of their year 2000 initiatives.
CapRock will continue seeking alternate vendors in advance of
December 31, 1999 in the event satisfactory responses are not
received.

CapRock has evaluated its systems and has identified the
following systems and functions as mission critical:

® switching systems,
® network operations and fiber,

* satellite/microwave transmission equipment and satellite
service providers,

* billing and call record collection systems, and
® supply chain (vendor provider of switched services).

Switching Systems:

Switching equipment is used to connect calls to their destination,
while performing other advanced features and recording call record
information for future billing. The switch opens or closes circuits or
selects the paths or circuits to be used for the transmission of
information. CapRock currently owns seven switches, three of
which are physically located in Dallas, Texas (two are calling card
platforms), two in Houston, Texas, one in Victoria, Texas and one
in Phoenix, Arizona. CapRock also manages a switch in Jersey
City, New Jersey. CapRock has completed the assessment and
certain test procedures relating to the switching equipment and has
identified certain non-compliant features, which were remediated
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through software upgrades provided by the respective
manufacturers.

The remainder of the testing procedures for the switching
equipment were substantially complete for all switches which were
in service as of June 30, 1999. The switches which have not been
placed in service will be subject to integrated test procedures prior
to being placed in service. The test will incorporate the call
collection processes and the interfaces with the billing system. The
test will involve simulating date changes with the switch, such that
the call records will be processed, rated and properly captured in
the billing system as a billable transaction.

The test procedures will consist of the following:

® Process flow analysis,
* Documentation of overall integrated test strategy,

* Documentation and test case plans at an individual
component level,

* Committee agreement regarding the test plan,
® Execution of the integrated test plan, and
® Documentation regarding the results of test procedures.

Network QOperations and Fiber:

CapRock currently owns and operates a 1,200-route mile fiber
optic network, which was substantially completed by June 30,
1999. Approximately 400 miles were completed and placed in
service in the first six months of 1999. The network is currently
being expanded to 6,100 route miles (which CapRock expects to
be completed by the end of the year 2000). The fiber optic network
is designed to be scalable and will include network-advanced fiber,
which is capable of supporting dense wave division multiplexing
with an OC-48 backbone scalable to OC-192. The fiber optic
network will include electronic equipment, which regenerates and
transports the voice, data and other information. A detailed
assessment of the network operations and fiber equipment has
been performed and no significant non-compliant issues have been
identified.

Satellite/Microwave Transmission Equipment and Satellite Service
Providers:

CapRock utilizes satellite service providers to provide
communications services to certain customers in remote locations.
CapRock has sent correspondence to each of the three vendors
supplying the satellite services. Each of the satellite service
providers has responded. None of them noted any significant
non-compliant issues. CapRock is continuing to pursue additional
information and test data from these providers and will seek new
providers, if necessary.

Billing and Call Record Collection Systems:

CapRock handles its provisioning, customer care, billing and traffic
reporting functions on a proprietary software platform developed by
RiverRock Systems, Ltd., a Texas limited partnership in which

CapRock has a 49% ownership interest. These operations support
systems, or OSS systems, and other back office systems are used
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to enter, schedule and track a customer's order from the point of
sale to the installation and testing of service. The systems also
include or interface with trouble management, inventory, billing,
collection and customer service systems. The test procedures
relating to the billing system and call record collection processes
were performed in conjunction with the switching equipment test
procedures and are substantially completed.

CapRock believes that substantially all of the hardware, database
platform and operating systems impacting the billing system
function will not be materially affected by Year 2000 issues.

Supply Chain (Vendor Provider of Switch Services):

CapRock is dependent upon a number of telecommunications
carriers during the process of initiating and terminating calls to
end-users. CapRock has sent correspondence to each of the
significant suppliers regarding their year 2000 status and has
received responses from substantially all of these suppliers.
However, the information contained in a number of the responses
was generic in nature and did not specifically address the stage of
their year 2000 initiatives. CapRock will seek alternate suppliers in
advance of December 31, 1999 in the event satisfactory responses
are not received.

Based upon CapRock's current assessment and responses from
vendors, CapRock believes that the risks associated with the year
2000 problem relating to domestic traffic and terminations are not
significant. CapRock is in the process of evaluating the impact of
year 2000 as it relates to the termination of traffic in international
locations, and specifically third world and developing countries.

Non-IT Systems

CapRock continues to evaluate non-information technology, or
non-IT, systems. Based on current results and other factors,
CapRock does not anticipate finding any material embedded
system issues in its non-IT systems.

Costs

CapRock anticipates that costs of replacing or remediating
non-compliant systems will not exceed $500,000 (remediation
costs incurred to date have been less than $100,000). Such
expenditures represent less than 1% of 1999 projected capital
expenditures and will be funded out of cash flow from operations.

Risks

CapRock is in the process of preparing a comprehensive analysis
of the problems and costs, including loss of revenues, that would
be reasonably likely to result from the failure by CapRock or certain
third parties to complete the efforts necessary to achieve year
2000 compliance on a timely basis.

CapRock has not yet completed its identification of the most likely
worst case scenario. However, CapRock believes that the most
reasonably likely worst case scenario would involve loss of
revenues relating to traffic terminating in certain developing third
world countries, which have not adequately prepared for the year
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2000. CapRock relies upon certain vendors to supply international
services and the possibility exists that some of the traffic in these
developing third world countries may not be able to be completed.
The estimated loss of revenue, if any, has not been determined,
and we may not be able to identify the amount of any loss by the
year 2000. Depending on the systems affected, the failure of any
contingency plans developed by CapRock, if implemented, could
have a material adverse effect on CapRock’s financial condition
and results of operations.

Contingency Plans

CapRock’s year 2000 contingency planning effort is designed to
provide immediate response and subsequent recovery from any
unplanned business interruption due to failure of technical
infrastructure resuiting from the year 2000. Contingency planning is
a process that aids in determining the most effective actions,
identifies when contingent actions should be taken and helps to
ensure those resources necessary for response are available.

The contingency plans include a proactive analysis of countries
that are actively pursuing year 2000 remediation. CapRocK is using
outside consultants to assist with an analysis of countries that are
not actively pursuing year 2000 compliance and remediation.
Contingency plans include identifying these countries noted with
substantial risk and potentially redirecting the sales and marketing
efforts to other countries less likely to be affected by year 2000
problems.

CapRock is still formulating contingency plans relating to the use of
the satellite service providers. CapRock continues to actively
pursue receiving test data and procedures from these service
providers regarding year 2000 compliance. CapRock will consider
utilizing other service providers if the current service providers
cannot demonstrate compliance to CapRock's satisfaction by
August 31, 1999.

CapRock is still formulating contingency plans regarding significant
suppliers of telecommunication services, which may suffer a year
2000-related failure. CapRock utilizes a number of different service
providers and the contingency plan will include re-routing traffic
from a vendor which experiences a year 2000 systems failure to
one or more other vendors. These contingency plans are expected
to be completed by August 31, 1999.

Disclaimer

The discussion of CapRock's efforts, and management's
expectations, relating to year 2000 compliance are forward-looking
statements and the dates on which CapRock believes it will
complete such efforts are based upon management's best
estimates. These estimates were derived using numerous
assumptions regarding future events, including the continued
availability of certain resources and other factors. We cannot
assure you that these estimates will prove to be accurate, and our
actual results could differ materially from those currently
anticipated. Specific factors that could cause such material
differences include, but are not limited to, the availability and cost
of personnel trained in year 2000 issues, the ability to identify,
assess, remediate and test all relevant computer codes and
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embedded technology and similar uncertainties. In addition,
variability of definitions of "compliance with year 2000 relating to
products and services sold by CapRock may lead to claims whose
impact on CapRock is currently not estimable. We cannot assure
you that the aggregate cost of defending and resolving such
claims, if any, will not materially adversely affect our results of
operations.
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Organizational Chart
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Exhibit 11

Pre-filed Testimony of Michael G. Donohoe




BEFORE THE
TENNESSEE REGULATORY AUTHORITY

NASHVILLE, TENNESSEE

APPLICATION OF CAPROCK g

TELECOMMUNICATIONS CORP. FOR A

CERTIFICATE OF CONVENIENCE AND g TRA DocketNo.99-
NECESSITY AS A COMPETING :

TELECOMMUNICATIONS SERVICE :

PROVIDER

PRE-FILED TESTIMONY OF MICHAEL G. DONOHOE

I, Michael G. Donohoe, do hereby testify as follows in support of the application of CapRock
Telecommunications Corp. (“CapRock”) for a certificate of convenience and necessity as a competing
telecommunications service provider to provide telecommunications services throughout the State
of Tennessee:

Q: Please state your full name, business address, and title.

A: My name is Michael Donohoe and my business address is 15601 N. Dallas Parkway, Suite
700, Addison, Texas 75001. T am Legal Counsel and Assistant Secretary of CapRock.

Q: Are all statements in CapRock’s application for a certificate of convenience and necessity
filed before the Tennessee Regulatory Authority true and correct to the best of your knowledge,

information and belief?

A: Yes.
Q: Please describe the current corporate structure of CapRock.
A: CapRock is a corporation organized under the laws of the State of Texas and has authority to

transact business in Tennessee. CapRock is a wholly-owned subsidiary of CapRock Communications

Corp., a Texas corporation (“CapRock Communications”). CapRock Communications has a wholly-
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owned subsidiary, IWL Communications, Inc., which designs and installs communications systems,
and a wholly-owned subsidiary, CapRock Telecommunications Leasing Corp., which acts as general
partner of two limited partnerships that perform various licensing activities.

Q: Does CapRock possess the requisite managerial, financial, and technical abilities to provide

the services for which it has applied for authority?

A: Yes.
Q: Please describe CapRock’s financial qualifications.
A: CapRock is financially qualified to provide facilities-based and resold local exchange,

exchange access and interexchange services in Tennessee and elsewhere. CapRock or its predecessor
entity has operated on an interstate basis since 1991 and has never been in default of any material
financial obligation. CapRock has provided the TRA with audited financial statements for CapRock’s
parent company, CapRock Communications, as of December 31, 1998, and unaudited financial
statements for the six-month period ending June 30, 1999. (These are consolidated financial
statements for CapRock Communications, CapRock and their affiliates.) CapRock will fund its
network and operations through ongoing operations and through equity and debt offerings and a
revolving credit facility of its parent company. CapRock has also provided the TRA with a three-year
capital budget and projected financial statements.

Q: Please describe CapRock’s managerial and technical qualifications.

A: CapRock possesses the managerial and technical qualifications to provide telecommunications
services in Tennessee. As described in the biographical information accompanying its application,
CapRock’s management team has extensive management and business experience in

telecommunications, utilities and other industries.
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CapRock presently has on staff 20 full-time engineers, and its CLEC operations are headed by an
engineer. CapRock’s current officers, directors, management and employees have technical abilities
and experience that will enable the company to engineer, construct and manage its
telecommunications network and the technologically advanced equipment it has developed.
Moreover, CapRock has received authority to provide local exchange and interexchange services in
a number of states.

CapRock’s predecessor was founded in Dallas in 1991 to provide communication services to regional
carriers and businesses. Quality connections, efficient customer support, face-to-face sales efforts
and simple, affordable rates have attracted business customers in increasing numbers ever since.
Today, CapRock provides services to more than 60 carriers and thousands of businesses across Texas.
CapRock’s affiliate, CapRock Fiber Network, Ltd. was started in 1992 to design and build an
extensive regional fiber network in South Texas. CapRock’s sister subsidiary, CapRock Services
Corp. (“CSC”) (a/k/aIWL Communications), was founded in Houston in 1981 to provide, design and
install voice and data communications systems, principally to the oil and gas industry operating in
the Gulf of Mexico. CSC broadened the scope of its service offerings to include Internet, long
distance services, private lines, microwave, two-way radio and related wireless services and
technologies.

CapRock owns and operates a scalable long-haul fiber network which upon completion is expected
to cover approximately 6,100 route miles throughout the Southwest region including Arkansas,
Arizona, Louisiana, New Mexico, Oklahoma and Texas. This fiber network supports the voice, data,
bandwidth and dark fiber services CapRock provides to our carrier and retail customers.

Approximately 800 miles of network in south and central Texas had been completed by the end of
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1998. Another 3,000 miles of network will be constructed by the end of 1999 with the remainder
completed by the end of the year 2000.

The network design incorporates six bi-directional line switching OC-48 SONET rings and
dense wave division multiplexing to support CapRock's local and long distance voice switches and
its data switches. This self-healing architecture adds network security and reliability by enabling
instantaneous rerouting in the unlikely event of a fiber cut.

CapRock has not established final plans for where it will install all of its facilities in Tennéssee;
however, it currently anticipates installing fiber and a DMS 500 switch in Memphis. CapRock
anticipates that it will complete the Memphis fiber deployment by the end of the first or second
quarter of 2000. CapRock will then deploy a switch in Memphis and possibly other cities. CapRock
will then test the Tennessee market to determine a permanent network configuration. The market
tests and initial deployment should be completed by the end of year 2000. A more detailed and
finalized network description will be available at that time. CapRock anticipates that it will
eventually connect all of its networks to its Southwest network. CapRock will not require Tennessee
consumers to purchase CPE that cannot be used with the incumbent local exchange carrier’s systems.
Q: What services will CapRock offer?

A: CapRock seeks authority to provide a full-range of local, exchange access, interexchange
(including intraL ATA and interLATA) and switched and special access telecommunications services
throughout the State of Tennessee. CapRock intends to offer this broad range of telecommunications
services through the use of its own facilities, resold services and through a combination of these
provisioning approaches. Consequently, CapRock seeks certification to provide all of the services
that can be provided by a local exchange company under the Tennessee Regulatory Authority’s Rules.
CapRock also seeks certification to provide all services that can be provided by facilities-based
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interexchange service providers and long distance resellers in Tennessee. CapRock intends to provide
access services as well as flat rate local exchange service, EAS service, toll restrictions, call control
options, tone dialing, custom calling services, caller ID and any other services available on a resale
basis from the underlying incumbent local exchange carrier or other certificated carrier within
CapRock’s service area. CapRock will offer these services to all customers in its certificated area.
CapRock either directly or through arrangements with other carriers or companies will provide those
services required by TRA Rule 1220-4-8-.04(3)(b).
Until CapRock’s planned facilities in Tennessee are operational, CapRock will resell interexchange
service purchased from other telecommunications carriers. After CapRock’s planned facilities are
operational, it will provide service over its own facilities, the facilities of other telecommunications
carriers, or a combination of the foregoing. CapRock will, upon certification and before offering
service, file its initial tariff with the TRA setting forth the rates, charges and regulations for its
services.
Q: Will the granting of a certificate of convenience and necessity to CapRock serve the public
interest and need?
A: Yes. The grant of a certificate of public convenience and necessity to CapRock to provide
facilities-based and resold services within Tennessee will benefit the public because it will increase
competition and customer choice for users of interexchange, exchange access and local exchange
services. By increasing competition, CapRock’s provision of service is expected to improve the price
and quality of telephone service in Tennessee. Moreover, CapRock’s entry into the market will
neither prejudice nor disadvantage any class of telephone customers or providers. To the contrary,
the presence of another authorized carrier will provide additional consumer choice, promote
competition, lower prices and stimulate development of additional telecommunications services.
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The facilities that CapRock plans to construct in Tennessee will also benefit the public. As
opportunities for economic growth continue to shift toward information services and technology, the
quality of Tennessee’s communications infrastructure will determine the state’s ability to attract and
maintain jobs because a modern telecommunications infrastructure attracts industry and lowers
production costs.

Has CapRock filed its small and minority-owned business participation plan?

Yes.

Q
A
Q: Has CapRock filed its Year 2000 Disclosure Statement?
A Yes.

Q Has CapRock filed its toll dialing parity plan?

A

CapRock will file a toll dialing parity plan sixty (60) days before commencing voice-grade

local exchange service in Tennessee.

Q: Will CapRock offer telecommunications services in areas served by rural telcos or telephone
cooperatives?
A: CapRock seeks statewide authority to extent permitted by law. Unless otherwise permitted

by federal or state law, CapRock does not plan to offer local exchange telecommunications services
in areas served by any incumbent local exchange telephone company with fewer than 100,000 total
access lines, except for those that have voluntarily entered into an agreement with a competing
telecommunications service provider or that have applied to provide telecommunications services in
an area outside its service area existing as of June 6, 1995. CapRock also does not plan to provide
such services in any area served by a telephone cooperative unless otherwise permitted by applicable
federal or state law. CapRock reserves the right to expand its services into these areas should any
rulings of the TRA or any court or administrative agency allow the provision of service in such areas.
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Q: Is CapRock authorized to provide telecommunications services in any other states?

A: Yes. CapRock is authorized to provide local exchange services in Arkansas, Kansas,
Louisiana and Texas and is authorized to provide interexchange services in Arkansas, California,
Colorado, Connecticut, Delaware, Florida, Georgia, Idaho, Illinois, Indiana, Iowa, Kansas, Kentucky,
Louisiana, Maine, Maryland, Massachusetts, Michigan, Mississippi, Missouri, Montana, Nebraska,
Nevada, New Hampshire, New Jersey, New Mexico, North Dakota, Ohio, Oklahoma, Rhode Island,
Texas, Utah, Virginia, Wisconsin and Wyoming.

Q: Who is knowledgeable about CapRock’s operations and will serve as CapRock’s regulatory
and customer service contact?

A: I will serve as the responsible regulatory officer for the TRA to contact regarding CapRock
filing requirements subsequent to approval. Cheryl Swann of Customer Service is knowledgeable
about CapRock’s operations. Ms. Swann will possess ultimate responsibility for monitoring and
overseeing the Applicant’s maintenance and repair systems in Tennessee. In addition, customers may

contact Ms. Swann at (800) 687-1600 for service problems.

Q: Has CapRock been involved in any pertinent mergers or acquisitions?
A: No.
Q: Will CapRock comply with all applicable statutes, rules and orders pertaining to the provision

of telecommunications services in Tennessee?

A: Yes.
Q: Does this conclude your testimony?
A. Yes.
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/%%Z %W%ﬁm

Michael G. Donohoe
CAPROCK TELECOMMUNICATIONS CORP.

Subscribed and sworn to before me thiso’gfﬁ day of October, 1999.

(a5 e,

Notary Pubh

State of f&)[éﬁ
County of 404,/ /45
My Commission expires 03/2/ / 222/

TAMMY S. McCARTHY  §

NOTARY PUBLIC
STATE OF TEXAS
My Comm. Exp. 2-21-2001
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NOTICE OF FILING

CapRock Telecommunications Corp. has filed an Application with the Tennessee
Regulatory Authority for a Certificate of Convenience and Necessity as a Competing
Telecommunications Service Provider. Copies of the Application can be obtained from the
Tennessee Regulatory Authority. The undersigned hereby certifies that a copy of this notice has
been served on the following persons via U.S. mail this 2nd day of November, 1999:

Guy M. Hicks

BellSouth Telecommunications, Inc.
333 Commerce Street, Suite 2101
Nashville, TN 37201-3300

T. G. Pappas, Esq.”

Bass, Berry & Sims

2700 First American Center

313 Deaderick Street

Nashville, Tennessee 37238-2700

James B. Wright, Esq.”

United Telephone-Southeast, Inc.
14111 Capital Boulevard

Wake Forest, NC 27587-5900

Ardmore Telephone Company, Inc.
Terry Wales, General Manager
P.O. Box 549

517 Ardmore Avenue

Ardmore, TN 38449

Century Telephone or Adamsville
David Dickey, Division Manager
P.O. Box 405

116 N. Oak Street

Adamsville, TN 38310

Century Telephone of Claiborne
Don Ray Fannon, Division Manager
P.O. Box 100

57 Main Street

New Tazewell, TN 37825
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Century Telephone of Ooltewah-Collegedale, Inc.
Terry Crutchfield, Division Manager

P.O. Box 782

5616 Main Street

Ooltewah, TN 37363

Citizens Telephone Company of Tennessee

Citizens Telecommunications Company of the Volunteer State
Mike Swatts, State Regulatory Director, South

P.O. Box 770

300 Bland Street

Bluefield, WV 24701

TDS Telecom-Tellico Telephone Company, Inc.
P.O. Box 9

102 Spence Street

Tellico Plains, TN 37385-0009

Loretto Telephone Company, Inc.
Louise Brown, President

P.O. Box 130

Loretto, TN 38469

Millington Telephone Company, Inc.
W. S. Howard, President

4880 Navy Road

Millington, TN 38053

Sprint-United

Steve Parrott
Director-Regulatory Affairs
112 Sixth Street

Bristol, TN 37620

TDS Telecom-Concord Telephone Exchange, Inc.
Jerry R. Parkerson, Manager

P.O. Box 22610

701 Concord Road

Knoxville, TN 37933-0610
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TDS Telecom-Humphreys County Telephone Company
Bernard R. Arnold, Manager

P.O. Box 552

203 Long Street

New Johnsonville, TN 37134-0552

TDS Telecom-Tennessee Telephone Company
P.O. Box 18139
Knoxville, TN 37928-2139

TEC-Crockett Telephone Company, Inc.
P.O. Box 7
Friendship, TN 38034

TEC-People’s Telephone Company, Inc.
P.O. Box 310
Erin, TN 37061

TEC-West Tennessee Telephone Company, Inc.
P.O. Box 10

244 E. Main Street

Bradford, TN 38316

United Telephone Company
P.O. Box 38

120 Taylor Street

Chapel Hill, TN 37034

S S

—~—

Michael B. Bres?man

*Served with a copy of the Application (without exhibits) in addition to this Notice.
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